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PREFACE 


Like the earlier edition, this book is designed primarily to fur- 
nish material for a thoroughgoing course in accounting principles at 
the college or university level. The treatment of the subject, the 
author believes, will be found sufficiently intensive to provide a satis- 
factory foundation for advanced and specialized courses, and at the 
same time sufficiently comprehensive to meet the needs of those for 
whom accounting is an ancillary field. It is also hoped that the book 
will prove useful to readers other than college students who wish to 
have a complete statement of fundamentals available for study or 
reference. 

Notwithstanding the fact of increased governmental interference 
in economic affairs the position must still be taken that the account- 
ant is especially concerned with the private business enterprise and 
the points of view of owners (investors) and their representatives. 
The corporate form of organization, the dominant mode of business 
activity, is emphasized, as thus far accounting has reached its highest 
development as an instrument of corporate administration. The con- 
ception of the effects of periodic operation evolved mainly in the in- 
dustrial field is endorsed — a conception which may be applied har- 
moniously to the problems of accounting in all lines. This shift from 
the traditional engrossment with the conditions of the small trading 
concern is clearly desirable in view of the growth of manufacturing 
and the long strides made by the cost accountant. 

In the eleven years since the first edition appeared accounting 
principles and procedures have been subjected to active discussion 
and criticism by professional accountants, teachers, and other 
groups. There have also been developments of significance to ac- 
counting on the governmental front — particularly in taxation and 
in the utility field. Of special importance is the increasing awareness 
of the limitations of conventional accounting in the face of severe 
and sustained change in the general price level (or in the value of 
the dollar, as one pleases) . In preparing this revision it has of course 
been necessary to take these factors into consideration. Some of the 
recent suggestions for improvement in terminology have been 
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adopted; for example, the substitution of the expressions “position 
statement’* and “retained earnings’* for “balance sheet” and “earned 
surplus,” respectively. 

With the collaboration of Professor R. L. Dixon of the University 
of Michigan and Professor Rufus Wixon of the University of Buffalo 
an abundance of laboratory exercises and homework has been pre- 
pared to accompany this book, separately printed under the title 
“Problems and Practice Sets for Essentials of Accounting.” A teachers’ 
guide is available for instructors using this material. 

Through a period of many years the author has been the bene- 
ficiary of numerous suggestions from colleagues and others, but the 
list of those who have in this way aided in the development of the 
“Essentials” is too long to present here. A specific acknowledgment is 
due the Burroughs Adding Machine Co. for furnishing a substantia! 
number of the illustrative forms used in this edition. 


William A. Paton 
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Function and Sphere of Accounting. In a broad sense accounting 
has one primary function: facilitating the administration of eco- 
nomic activity. This function has two closely related phases: (1) 
measuring and arraying economic data; (2) communicating the re- 
sults of this process to interested parties. It follows that the job of 
accounting is being well done when those concerned are being sup- 
plied with significant, essential data, presented and interpreted in 
such manner as to promote understanding and a realistic, construc- 
tive pattern of decisions. 

This conception of accounting needs emphasis, particularly in 
view of the developments of recent years. Accounting, like other 
fields, is plagued with fetishes and sacred cows, and it is high time 
that homage be shifted from these to the underlying objective. 
Where recognition of economic realities runs counter to some con- 
vention or tradition, perhaps never soundly grounded, tradition 
should give way. In other words, tradition should not be worshipped 
for its own sake. On the other hand it should not be assumed that 
attacking or disregarding established ideas and practices is a virtue 
in itself. Good reasons may often be found by which to justify a 
view or a procedure which has become conventional through long 
adherence or observance. What is needed is a clear perception of 
the basic function, and a willingness to review conventional ideas, 
terms, and techniques in the light of such function. 

According to the foregoing accounting permeates the entire eco- 
nomic process, is present wherever economic data are being compiled 
and interpreted. This is not an unreasonable general view. As a 
first step in the technical study of this subject, however, it is necessary 
to narrow the perspective. The unit of economic organization with 
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which accounting is primarily concerned is the private business 
enterprise. The principal raw materials with which the accountant 
works are the transactions and operations of the specific concern. 
The documents, entries, accounts, schedules, etc. and the procedures 
associated therewith, which make up the mechanism of accounting, 
deal with the activities and affairs of the particular business under- 
taking, or a department or other subdivision of such undertaking. 
The major statements and reports which the accountant presents 
periodically, and the concepts and analyses on which these are based, 
are peculiarly applicable to the conditions of the business enterprise 
and reflect the distinctive problems growing out of business activity. 
In Other words, accounting has been developed most fully in the field 
of organized business, under private ownership and management, 
and the structure of accounting has been built up largely on the 
basis of the characteristics of business entities and the needs of the 
parties who provide the funds and are responsible for administration. 

Boiling down these comments on function and sphere, the essen- 
tial purpose of accounting may be said to be that of compiling and 
interpreting the financial data of specific business entities in such 
manner as to provide a sound guide to action by management, in- 
vestors, and other interested parties, and to secure equitable deter- 
minations of rights in the light of prevailing standards of economic 
conduct and relationships and with due regard for long-run as well 
as short-run considerations. 

Nature of Business Enterprise. A business enterprise is a distinct 
economic activity involving the production and marketing of some 
commodity or service. To rate as an enterprise the activity should 
be relatively sustained and should require the commitment of an 
appreciable volume of capital. The ownership or investment may 
be represented by a single individual or interest, or by a group of 
individuals or interests. The essential object of the typical concern 
is earnings, and hence a fundamental feature of the work of the 
accountant is the disclosure of periodic income. 

Business enterprises vary greatly in character, not only because of 
the differences between the various fields but also because of dif- 
ferences in size, methods of operation, scheme of organization, etc. 
The main fields involved are extraction (agriculture, mining, etc.), 
transportation (railways, shipping, airways, pipe lines, etc.), manu- 
facturing and converting (with innumerable subdivisions), construe- 
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tion, trading (including all wholesale and retail concerns), finance 
(banking, insurance, investment, etc.), utilities (electric energy, gas, 
water, etc.) and personal service (hotels, theaters, laundries, etc.). 
As might be expected, the problems of ownership and management— 
and hence the accounting techniques required— differ considerably 
among the several lines of business activity. 

From the standpoint of legal structure and form of organization— 
a matter of decided importance to the accountant— the principal 
types of enterprises are the single-proprietorship, the partnership, 
and the corporation. Among the less important (and often tem- 
porary) legal entities representing business activity are syndicates, 
associations, joint ventures, estates, and trusts. 

Single-Proprietorship and Partnership, The single-proprietorship 
is a business enterprise owned by one individual. The title to the 
properties used commonly resides in the proprietor, and the capital 
funds required are usually furnished largely by the proprietor. As 
a rule the proprietor is the active manager of the business and may 
also furnish a considerable part of the ordinary services required. 

In law the single-proprietorship is not recognized as a distinct en- 
tity; that is, from the legal standpoint the business affairs of the 
owner are not distinguished sharply from his other economic inter- 
ests and activities. The single-proprietorship is essentially a per- 
sonal enterprise. Usually no formal steps are required to launch 
such a business, and there are no special restrictions and conditions 
under which it must operate. From the standpoint of operating 
management, on the other hand, the single-proprietorship can best 
be viewed as a separate business institution— an entity not to be con- 
fused with the purely personal interests and transactions of the 
proprietor. 

The partnership is an association by contractual agreement of two 
or more natural persons in a business undertaking. Partnerships 
are usually composed of but two, three, or four members, but there 
may be any number of partners. The partnership is commonly 
based upon a written agreement called the “articles of copartner- 
ship.'* This agreement regularly contains stipulations in regard to 
character of the business, management, investments, withdrawals of 
income or principal, division of income, dissolution, etc. 

In the ordinary partnership, as in the case of the single-proprietor- 
ship, the law does not view the business as an entity with assets and 
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liabilities entirely distinct from all other resources and obligations of 
the partners. As an important consequence of this fact, the partners 
are subject, jointly and severally, to “unlimited liability.” This 
means that in general any partner is liable for the debts of the busi- 
ness up to the entire amount of his private fortune, regardless of the 
amount of capital he has contributed to the enterprise. 

Most farm establishments are not incorporated, a large percentage 
of retail stores are single-proprietorships or partnerships, and there 
are numerous examples in manufacturing and in other business 
lines. Such enterprises range in importance from the fruit stand on 
the corner to the private banking house or other large business hav- 
ing an investment of many thousands or even millions of dollars. 
However, very large aggregates of capital are rarely brought together 
under the single-proprietorship or partnexship form of organization. 

In both the single-proprietorship and partnership accounting is 
of importance from a managerial point of view, but in the partner- 
ship an additional consideration arises, the preservation of equity 
between partners. The rights of the several partners with respect 
to control, income, capital, and so on, may vary widely; hence a 
failure to keep a careful record of all transactions and to provide 
periodic statements of income and financial condition may result in 
the exploitation of one owner to the advantage of another. The 
need for complete accounting under these circumstances is so acute 
as to make it advisable that the essentials of the system to be followed 
be definitely prescribed in the written articles of agreement. 

Corporation. The corporation has become in many respects the 
most important form of business organization. In point of total 
capital controlled, number of employees, quantity of output, finan- 
cial influence, etc., the corporation easily leads in many lines of in- 
dustry. In mining and manufacturing, in transportation and 
throughout the public utility field, in banking, insurance, and other 
financial lines, the corporation is the dominant form of enterprise, 
and most large-scale undertakings in all fields are conducted under 
the corporate form of organization. 

The corporation, like the firm, represents an association of indi- 
viduals or interests who have joined their funds in a business under- 
taking with the hope of making earnings. It has, however, certain 
distinctive and important features. In the first place it should be 
emphasized that the law views the corporation as an entity, separate 



INTRODUCTION 


5 


and distinct from its members. It is the corporation which has title 
to the properties, employs labor, buys goods, and so on, rather than 
the individual members. Those who furnish capital are investors 
rather than proprietors in the narrow sense. “Limited liability'" is 
a very important consequence. Since the corporation constitutes an 
independent legal entity its assets and liabilities are separate from 
the private resources and debts of the individual investors. Accord- 
ingly the corporate investor in general risks only the amount in- 
vested (or the “par" or formal value of his investment). 

In the second place corporate ownership is divisible and readily 
transferable. The corporation acquires its capital primarily through 
the issue of negotiable securities. Of these, capital stock is the fun- 
damental type, the security which evidences corporate proprietorship 
in the strict sense. The total authorized capital is divided into a 
specified number of parts or “shares," Few companies, even among 
small local corporations, have less than a thousand shares; the num- 
ber of shares in the large corporations runs into the millions. Cor- 
porate shai'es in general may be transferred from holder to holder 
without limitation, and in the case of securities listed on the ex- 
changes such transactions are of frequent occurrence. The interest 
of each stockholder is evidenced by a certificate (or certificates) show- 
ing the number of shares held and other data. The total of the 
capital stock outstanding constitutes the formal expression of the 
ownership of the stockholders as a body. 

Some companies secure a considerable part of their capital by long- 
term borrowing, that is, through the issue of contractual securities. 
The most important security of this type is the bond. A bond issue 
is likewise divided into a more or less considerable number of smaller 
units, although these need not all be of the same denomination. 
Bonds, like stocks, can be transferred from holder to holder. 

The specialization of corporate securities is often carried beyond 
the simple stock-bond division. Many types of stocks and bonds 
are employed in modern corporate finance. Even in the single 
corporation are occasionally found three or more classes of stocks 
and several kinds of bonds and notes, each with its own special 
rights and privileges with respect to income, principal, financial con- 
trol, and other aspects of corporate ownership and administration. 

Accounting is especially needed in corporate enterprise. Large 
size and complexity of operations, conditions characteristic of cor- 
porate activity in many cases, require the application of accounting 
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procedures. The division of ownership into numerous units, and 
possibly into several types of securities, coupled with ease of transfer 
of rights, makes accounting for periodic income and financial con- 
dition imperative as a means of preserving equity among the various 
parties and groups. The separation of those who furnish capital 
from active participation in administration calls for systematic re- 
porting of stewardship by those to whom authority has been 
delegated. 

Other Situations Requiring Accounts. There are several types of 
situations other than the typical business enterprise which require 
something in the way of accounting. The individual often has a 
considerable estate in the form of residence, automobiles, furniture, 
and other forms of consumers' goods; he may own government bonds 
or other securities; in addition to his earnings from personal services 
he may receive royalties, interest, and other property income. Sys- 
tematic accounting for all such cases is desirable from the standpoint 
of sound administration of affairs and as a basis for the income-tax 
return. The fact that personal resources may be readily converted 
into business assets through sale, or may be made the basis of bor- 
rowings, emphasizes the importance of maintaining complete records 
of all property. 

Family budgeting and cost accounting are often urged as aids in 
the administration of the affairs of the household. The home is a 
complex economic institution, with financial and managerial prob- 
lems somewhat similar to those which arise in the operation of the 
business enterprise, and careful handling of family finances and 
effective utilization of resources can undoubtedly be promoted by 
the use of systematic records and analyses. Thus far, however, the 
practical application of these devices in this field has been rather 
limited. 

The professional man requires accounting records. At the least 
he must keep a careful record of receipts from clients and balances 
due, and in numerous cases it is advisable to go much beyond this. 
In the case of the personal-service firm or company, using consider- 
able capital in the form of office furniture and equipment, cars, and 
current funds, and perhaps employing several assistants, virtually ail 
of the essential characteristics of the typical business enterprise are 
present and a complete accounting system is needed. 

In all border-line cases it is important that the distinction between 
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purely private or personal transactions on the one hand and business 
affairs on the other be carefully observed. In particular the cost of 
obtaining income (business expense) must not be confused with the 
utilization or expenditure of income (“living expense”). For ex- 
ample, the cost of operating an automobile which is used in part for 
business purposes and in part for personal or family purposes must 
be allocated between these two types of charges in ascertaining 
periodic business earnings. 

The governmental unit— federal, state, and local— is an important 
illustration of an organization outside the field of the business enter- 
prise proper which requires accounts. A government may own a 
considerable amount of fixed property, handle large sums of cash, 
carry on extensive commercial and other activities, be obligated to 
pay debts. Under these circumstances a highly developed system of 
accounting is evidently needed. 

There are, finally, many classes of private organizations other than 
ordinary business enterprises which make use of accounting. These 
range from religious, philanthropic, and scientific societies (organiza- 
tions which show little similarity to the typical business) to coopera- 
tive and mutual marketing and financial associations (entities which 
have much in common with the commercial concern). 

Factors Contributing to Emphasis on Accounting. Accompanying 
the development of large-scale corporate enterprise are a number of 
other factors contributing to the present-day emphasis upon account- 
ing. One important factor is found in the advent of high-level in- 
come taxes, particularly those levied by the Federal Government. 
With the imposition of heavy taxes on periodic net earnings the 
businessman has found it imperative that earnings figures be ascer- 
tained with a high degree of accuracy and consistency. Income-tax 
rulings, moreover, have a marked influence on theories of valuation 
and income measurement and on the interpretation of the effects of 
v arious complex business transactions and situations. The official 
adoption of a particular view or method of procedure for tax pur- 
poses tends to mold the opinions and practices of accountants and 
their clients. Unfortunately tax decisions do not necessarily reflect 
good economics or accounting. In a few important tax cases con- 
clusions have been reached that are indefensible. 

Increasing public control of industry is another factor which has 
had a substantial influence upon accounting. In the field of utility 
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regulation, iiotabiy, it has long been recognized that accounting 
must be relied upon to furnish much of the information needed by 
the control agencies, and uniform systems of utility accounts have 
been prescribed by both Federal and state regulatory bodies. The 
effect of such prescribed accounting has been constructive in some 
measure, but the inflexibility introduced is somewhat objectionable 
and the prescribed systems include arbitrary features which most 
accountants consider to be very questionable. 

The activities of the Securities and Exchange Commission, and 
the various state securities commissions, represent another type of 
regulation of special interest to accountants. The operation of these 
bodies in their work of controlling the issuing and marketing of 
corporate securities requires extensive use of accounting data, and 
the resulting specific decisions and established rules undoubtedly 
tend to modify methods of compiling and presenting such data. 

Among other factors bearing upon the development of account- 
ing in recent years is the active interest in this field shown by the 
*'trade’’ associations. Many of these organizations have, through the 
instrumentality of special committees, prepared standard systems of 
accounts designed to meet the needs of individual members and also 
to facilitate compilation of data for the association. Mention may 
also be made of the accounting requirements of the New York Stock 
Exchange, the increasing stress on certified statements by banks and 
other financial institutions, and the work of the major rating and 
credit organizations. 

Accounting Practice. The practice of accounting is usually viewed 
as having two main subdivisions, (1) public accounting and (2) “pri- 
vate" accounting. Public accounting has now achieved full-fledged 
status as a profession. Ail of the states have passed acts prescribing 
the conditions under which one may become a “certified public ac- 
countant" and the total number of CPAs in professional practice is 
now estimated to have passed the 30,000 mark. The field of private 
accounting is less professional in character, but there are a great many 
individuals in the employ of corporations and other enterprises— as 
comptrollers, general auditors, and chief accountants-of profes- 
sional caliber, and there are several large and influential organiza- 
tions in this area. 

An important branch of the practice of accounting consists of the 
construction and organization of the forms, records, books, devices. 
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and procedures which constitute the framework of the particular 
accounting system. Such a system, of course, is often the result of a 
gradual development in response to the changing conditions and 
needs of the enterprise rather than the conscious creation of a par- 
ticular person or persons. Nevertheless a considerable part of pro- 
fessional accounting practice consists of the construction of account- 
ing systems, the modification and improvement of systems already in 
existence, and the appraisal of the effectiveness of procedures and 
controls employed. The development and evaluation of accounting 
systems is an art which requires a high degree of familiarity with the 
details of business conditions and procedures in particular fields, and 
the exercise of common sense and resourcefulness in dealing with the 
specific case, as well as a thorough knowledge of the underlying prin- 
ciples of accounting. 

Bookkeeping may be defined as the systematic, orderly recording 
of business transactions by the '‘double-entry method.” Each trans- 
action or event which affects the financial status of the enterprise 
must be resolved into “debits and credits” and must be properly reg- 
istered in the accounts. Double-entry bookkeeping is thus an essen- 
tial first stage in accounting, broadly conceived, and not a separate 
and distinct field. The preparation of statements and all other work 
of interpretation is based in considerable measure upon the records 
prepared by the bookkeeper. It should be understood that book- 
keeping, in the best sense, is more than mere recording. The process 
of transmuting the raw data of business operation into accounting 
entries— in part at least within the province of the bookkeeper— 
requires an understanding of the nature of the many types of trans- 
actions involved and the exercise of judgment all along ‘the line. 

The most important phase of the art of accounting is found in the 
periodic analysis and interpretation of accounts, the final result of 
which is the presentation of position statement, income statement, 
tax return, and all special statements and reports for the use of the 
management, investors, and others concerned. This is the most dis- 
tinctive part of accounting. The accountant is peculiarly an analyst, 
an interpreter. It is his task to draw from the underlying records 
significant conclusions with respect to revenues, costs, net earnings, 
resources, liabilities, and other important financial elements; it is his 
function to translate the mass of available data into effective man- 
agerial and ownership information. In this field lies mudi of the 
work of the professional accountant. 
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This phase o£ accounting requires the use of important iMorma- 
tion not furnished directly by the accounting records. Inventories 
of merchandise, valuations of fixed assets, and other similar data are 
needed to supplement the figures resulting from routine recording. 
Discovering and marshalling these value facts may be only in part 
the work of the accountant, but it is clear that the accountant must 
be thoroughly familiar with the principles and procedures by which 
the data are obtained and must thoroughly understand their impli- 
cations. The close relationship between valuation and accounting 
has come to be widely acknowledged, and it is not unreasonable to 
give the principles of business valuation a place in the theory of 
accounting. 

Checking and verifying the accounts of others, especially wdth a 
view to preventing or disclosing fraud or other irregularities, is a 
significant part of public accounting. It is a type of work in which 
success depends upon experience, ingenuity, careful procedure, and 
accuracy, as well as upon a knowledge of underlying principles. How- 
ever, while verification was originally a major function of the public 
accountant, he has today assumed numerous other and perhaps more 
important duties, almost all of which are often loosely comprehended 
under the term “auditing."’ In addition to the preparation of regu- 
lar financial reports and analyses the public accountant is nowadays 
called upon as a consultant and investigator in a wide range of prob- 
lems and situations, including business organization, receiverships 
and liquidations, tax cases, appraisals, rate cases, etc. 

Ascertaining and controlling costs is a more or less distinct field of 
accounting, a field which has developed very rapidly in the past few 
years. Originally deemed applicable primarily to the manufactur- 
ing field, and to production or factory costs, the principles and 
techniques of costing are now in process of being applied throughout 
the business field. The essential problem of the cost accountant is 
that of measuring and assigning costs of operation with respect to 
processes, products, departments, territories, and other centers of 
managerial interest, and a considerable body of special theory and 
statistical procedure has been built up in this connection. One of 
the worth while by-products has been marked improvement in pro- 
cedures for handling and recording materials and supplies. 

Formerly associated principally with governmental finance and 
operation, budgeting has become a recognized feature of manage- 
ment in private business, particularly in the case of the larger enter- 
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prises. By budgeting is meant systematic planning, in financial terms 
with respect to future operations, and budgetary procedure consists 
of the technical process by which budget estimates are formulated 
and utilized in controlling business operation. Budgeting involves 
the preparation of coordinated estimates of revenues and costs (classi- 
fied in such detail as is desired), plant and equipment extensions and 
improvements, cash receipts and disbursements, and— in some cases— 
complete financial statements for one or more future fiscal periods. 
Such estimates are founded, in considerable measure, upon the ac- 
counting records and reports which show past performance, and can 
be no more dependable than the underlying data. Further, from 
time to time the estimates must be compared with current perform- 
ance and revised in the light of changing conditions; and this requires 
a sensitive accounting system which furnishes accurate reports at 
fairly short intervals and without serious delay. 

Relation of Accounting to Other Fields. If the accountant is to 
render the highest possible type of service to the business community 
he requires a thorough knowledge of the fundamentals of economics. 
Of especial importance to him— in view of their bearing upon the 
valuation problems arising within the domain of the particular enter- 
prise— are the “laws’" of market price. That is, the concepts and 
lines of reasoning developed by the economist in the field of price 
determination are distinctly helpful to the accountant in his efforts 
to formulate a sound basis of approach to the concrete problems of 
revenue measurement, cost analysis, depreciation, intangible values, 
etc. At the same time the contrast between the typical approach of 
economics and that of accounting should be clearly recognized. The 
economist as a rule adopts the general or social point of view; he 
looks at the economic fabric in terms of communities, economic 
groups, markets, industries, basic functions and factors, and general 
policies. The accountant, as has been emphasized, is concerned pri- 
marily with the activities of the particular enterprise and the interests 
and needs of its owners and managers. Failure to recognize this 
contrast has been largely responsible for the persistence of the mis- 
taken idea that in the accounts of the business concern explicit allow- 
ance must be made for all factors which are viewed by the economist 
as price-influencing costs of production, whether or not they are 
actually incurred by the particular enterprise. 

The law is another field closely related to accounting. The ac- 
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coiintant is engaged in analyzing and recording business transactions 
from the standpoint of effect upon the financial condition of the 
particular enterprise. These transactions, in so far as they involve 
relationships between the enterprise and outside parties, or affect 
more than one equity within the business, have a background of 
legal considerations. Thus the basic conditions of ownership, and 
the means of transferring property from one party to another, are 
primarily legal matters, and yet are questions with 'which the ac- 
countant is very much concerned. What are the essential factors of 
purchase and sale? When does title pass? These questions are the 
more difficult in view^ of the variety of circumstances under wdiich 
business transactions are effected. Merchandise is sold for cash, on 
approval, on account, on the installment plan, and otherwise; and 
the specific details of ordering, shipment, delivery, and collection 
may vary widely. The accountant, in developing general procedures 
or in dealing with the specific case, must not lose sight of the legal 
aspects. 

A working knowledge of particular statutes, regulations, and de- 
cisions is often required of the accountant. At present a considerable 
part of the work of the professional accountant consists of the prepa- 
ration of tax returns and the handling of special tax problems, and 
hence some familiarity with the various tax laws, and the adminis- 
trative and judicial rulings and interpretations attaching thereto, is 
an essential part of his equipment. In dealing with transactions 
involving notes, mortgages, bonds, etc., the accountant should be 
acquainted with the law of negotiable instruments. In the field of 
corporate accounting— particularly in connection with organization, 
reorganization, and dissolution— the accountant's grasp of the gen- 
eral legal background may well be fortified wdth knowledge of specific 
statutory provisions and requirements. Similar statements might be 
made in connection with partnership accounting and other phases of 
the accountant's work. 

Methods of appraising fixed assets such as land, buildings, and 
equipment have been largely developed by engineers, and from an 
engineering point of view, and the actual work of valuation, for this 
type of property, has been done primarily by engineers. In recent 
years, however, with the development of the doctrine that major 
revaluations should be fully reflected in the accounts, it has come to 
be recognized that the accountant must be relied upon to assist in 
planning the valuation procedure, and must be given a wide latitude 
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ill interpreting the results of the valuation process and in making the 
adjustments in the records, if unsound policies and questionable 
conclusions are to be avoided. Similarly, it is now generally realized 
that the establishment of a proper depreciation policy for a business 
enterprise is in part a matter of engineering data and in part a ques- 
tion of financial accounting, and hence requires a high degree of 
cooperation betw^een the engineering and accounting staffs. 

The relation between the accountant and the engineer is nowhere 
more apparent than in the field of cost accounting. In fact such 
activities as the handling of stores and stores records, the develop- 
ment of time-keeping systems and labor analyses, the determination 
and effective use of a mass of operating data as a basis for measuring 
and distributing various types of indirect or overhead costs can be 
labeled “cost accounting” or “industrial engineering” as one pleases. 

Questions 

1 . What is the underlying function of accounting and what two basic activities 
are included? 

2. What is the important economic unit with which the accountant is concerned? 
Define accounting from this point of view. Whose interests in the business enter- 
prise are of first importance to the accountant? 

3. What are the chief characteristics of the business enterprise? List the 
principal fields of business activity. Name the principal types of enterprise from a 
legal standpoint. 

4. Describe the single-proprietorship. The partnership, 

5. What are the essential features of the corporation? Indicate precisely why 
the corporate form of enterprise is of especial importance to the accountant. 

6. State several situations outside the business field which require accounting 
records. 

7. Precisely why might the development of income taxation on a large scale be 
expected to contribute to the development of accounting? 

8. Indicate the relation between accounting and governmental regulation of 
■business. . 

9. What are the principal branches or phases of the field of accounting? Indi- 
cate the character of each. 

10. What is the relationship between economics and accounting? Why should 
the accountant be familiar with business law? What have the engineer and the 
accountant in common? 
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Fundainental Divisions of Data. The first step in the study of 
the accounting mechanism is to become acquainted with the funda- 
mental types or groups of data found in the business enterprise that 
it is the task of the accountant to determine and report. The under- 
lying divisions are: (1) the assets', (2) the equities. The statement of 
financial position prepared by the accountant, the “balance sheet/’ 
is essentially a systematic exhibit of the assets and equities of the 
enterprise. Any complete system of accounts, when reduced to its 
lowest terms, represents a list of asset and equity balances, technically 
arranged. It follows that all other classes of data, and the cor- 
responding concepts, are subordinate to the primary categories and 
can be defined in terms of relationship thereto. 

This two-dimensional aspect of the financial condition of the 
business enterprise, long recognized in practice, is undoubtedly its 
most striking and important feature as far as accounting procedure 
is concerned. The classification of data into assets and equities is the 
foundation of the “double-entry system” of recording. 

The immediate data of accounting, it should be emphasized, are 
the economic or financial facts of the business enterprise; that is, the 
accountant deals primarily with values, expressed in terms of the 
money unit in use. The accountant’s peculiar realm is thus rela- 
tively narrow and excludes a great many characteristics and features 
of the business enterprise and its activities. On the other hand, the 
accountant is at least indirectly concerned with forms of business 
organization, legal considerations, technological methods, and other 
aspects of business administration, since such factors often have an 
important bearing on accounting principles and procedure. 

14 
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Nature of Assets, The assets represent all the properties or re- 
sources that belong to or legally attach to the business concern. An 
asset may be defined as any f actor j tangible or otherwise^ owned by a 
specific business enterprise and having economic significance to that 
enterprise. Under modern business conditions the term covers a 
very broad territory. The assets of an enterprise may consist not 
only of many different kinds of physical resources, such as land, build- 
ings, machinery, merchandise, and actual money, but also of a 
variety of rights and claims to money or services, such as customers’ 
balances, bank accounts, notes and bills, mortgages, stocks, bonds, 
leaseholds, and prepaid insurance. In addition there are such assets 
as franchises, patents, trade-marks, goodwill, etc., usually labeled 
“intangibles,” which constitute a special group. But each asset, al- 
though it may be dissimilar to other items in many respects, has one 
characteristic in common with ail other resources; viz., it must be of 
value to the specific enterprise to which it attaches. 

Types of Physical Assets. Some amplification of the foregoing refer- 
ence to physical property is desirable at this point. Exclusive of 
money itself, there are four principal groups of such assets: (1) in- 
ventories; (2) natural resources; (3) buildings and other structures; 
(4) machinery and equipment. The first group includes: all kinds 
of merchandise and supplies in the hands of trading concerns; the 
materials and supplies of manufacturers and converters; goods in 
process of completion, in all fields; finished products of all kinds in 
the hands of producers. Major subdivisions of the second group are 
building sites, rights-of-way, agricultural land, water rights, mineral 
deposits, oil and gas resources, timber, fisheries, and— possibly— such 
properties as orchards, groves, etc. The third group comprises all 
buildings used to house operations or goods, such as stores, factories, 
railway buildings, banking houses, grain elevators, and a wide range 
of fixed structures such as wharves, shafts, bridges, and towers. The 
fourth group is especially bioad. It covers: all stationary machines 
and apparatus, both standard and specialized; mobile equipment 
such as trucks, locomotives, cars, ships, etc.; oiHice appliances; con- 
veying and transportation facilities such as rail lines, power lines, 
water mains, oil lines, etc.; furniture and furnishings; patterns, 
molds, plates, lasts, etc.; tools; containers such as casks, bottles, drums, 
etc., capable of repeated use; and, under some circumstances, ani- 
mals. 



16 


ESSENTIALS OF AtCOUNTING 


Current and Fixed 'Assets. 'From the standpoint o£ accounting state- 
ments the most significant classification of assets yields two main 
groups, (1) current assets; (2) fixed assets. The current group, broadly 
defined, includes all forms of cash, rights (such as marketable securi- 
ties, accounts receivable, and short-term notes) which will or may 
be converted into cash in a relatively short time, all goods on hand 
which will be either consumed in the process of production or sold 
in the near future, and claims for current goods or services for 
which payment has been made in advance of receipt. The non- 
current or ‘‘fixed'* group includes the last three types of physical 
assets illustrated above and all long-term rights, claims, and commit- 
ments, especially if not readily marketable or if held under special 
conditions and restrictions. The intangibles, such as patents and 
franchises, also belong to the non-current group. 

The current assets are the resources which may reasonably be in- 
cluded in the area of “working capital,” as that expression is com- 
monly understood. In practice many border-line cases arise, and 
classification in such cases will vary with the judgment of the ac- 
countant. 

Basis of Recording Assets. A question arises immediately with re- 
spect to the basis of recording asset values. For the present a brief 
comment will be sufficient. Assets acquired by purchase are entered 
on the books of the buyer, initially, at cost. By cost in this connec- 
tion is normally meant the entire amount expended in cash or 
equivalent, in placing the asset in condition to serve the particular 
purpose for which it was intended by the buyer. Thus the cost of a 
unit of machine equipment, on its foundation and ready to operate, 
includes transportation and installation charges. The validity of 
cost as representing initial value rests on the assumption that both 
buyer and seller have exercised reasonable business judgment in 
coming to an agreement, an assumption which is not unwarranted 
except in cases where fraud, extreme carelessness, or other unusual 
condition, is apparent. In the case of assets acquired by other proc- 
esses than purchase-such as gift, investment, discovery, or accretion 
-the proper basis of initial recording is fair market value at date of 
acquisition. 

Presentation of Assets. In preparing a schedule of the assets of an 
enterprise to be incorporated in the statement of financial position, 
or to be used for any other purpose, the various kinds of assets in- 
volved can be listed or classified in considerable detail 
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Stated under a few heads. The extent to which subdivision of assets 
shall be carried is purely a matter of expediency, depending upon 
the character of the enterprise in question and the purposes which 
the report is intended to serve. Thus a small mercantile establish- 
ment may make use of but few types of property and hence require 
but few asset accounts; a large manufacturing corporation, on the 
other hand, may utilize hundreds of distinct types or groups of assets 
and require a correspondingly elaborate scheme of property records. 
Likewise, for the purposes of the immediate operating management 
a relatively detailed classification of properties may be needed, 
whereas the board of directors or the individual stockholder or owner 
may be adequately served by a highly summarized statement. In 
general a much greater degree of condensation is employed in pre- 
senting assets in the periodic report of financial condition than is 
feasible in the underlying records and accounts. 

The M Co., for example, has assets on December 31, 1949, as fol- 
lows: cash, 120,000; accounts receivable, $40,000 merchandise, |70,- 
000; land, $50,000; building, $ 60 , 000 ; equipment, $30,000. The 
financial statement of the enterprise at this time, accordingly, must 
show" this list of assets. The usual and most convenient method of 
presentation is by means of the vertical column, thus: 


Assets 

Cash . . . . . . . . . . . . . . . $ 20,000 

Accounts Receivable . . . . . . . . . . . 40,000 

Merchandise . .... .... , . . . 70,000 

Land . . . . . . . . .... ... 50,000 

Building . . . . . . . . . . . . , . 60,000 

Equipment . . .... . . . . . . . 30,000 


$270,000 


With current assets and fixed assets subtotaled the list of assets 
shown above appears as follows; 

Assets 

.'Currentr ■ ■ 

Cash $20,000 

Accounts Receivable 40,000 

Merchandise 70,000 $130,000 


•Eixedr 

Land $50,000 

Building . , . . . , , , . , . . , . 60,000 

Equipment 30,000 140,000 


$270,000 
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In the statements of banks and other financial institutions the 
term “resources” is often employed as a general caption in lieu of 
"‘assets”; in other fields the standard usage is that illustrated here. 

Special Features of Assets. Before taking up a consideration of the 
second fundamental division, the equities, certain special aspects of 
assets should be commented upon. In the first place business “as- 
sets” and “wealth” are not coincident, in either popular or technical 
usage. Wealth is a somewhat broader term in that it includes resi- 
dences, furniture, clothing, books, jewelry, and other consumers’ 
goods, in the hands of the ultimate users. Further, the accountant 
reckons as assets rights and claims which the particular concern has 
against other parties, although such elements, through a process of 
cancellation, disappear in the measurement of the wealth of the com- 
munity or nation (except in the case of intergroup rights and claims). 
A bond of the Detroit Edison Co., for example, owned by a resident 
of Michigan, is an asset to the individual holder, but it could not be 
included, without duplication, in a complete inventory of all the 
wealth or economic resources in the state of Michigan. 

Second, a list of the assets of a business is, at the best, a very im- 
perfect exhibit of its resources in the broad sense. Not all the factors 
affecting the financial position of an enterprise can be given definite 
statistical expression in dollars and cents. For example, the loyalty 
and efficiency of the staff may be of great importance to the business, 
but this factor can hardly be recognized explicity as an asset (al- 
though it has upon occasion been argued, and not without reason, 
that the cost of securing and training the personnel, in so far as it 
can be accurately ascertained, and is still potent, should be included 
in any complete statement of resources). 

Third, ownership and control need not be complete to justify 
treatment as an asset. Thus mining rights, without land ownership, 
may constitute an asset to the party having such rights, and the con- 
tribution of a railway to the cost of an underpass, built and financed 
in part by a municipality, should not be excluded from the railway’s 
assets. Ail that is required is an equitable interest which can be 
expressed in terms of money. 

On the other hand not all claims and rights rate as assets. In the 
case of contracts with respect to which there has been no performance 
by either party it is usually assumed that there is no asset to be recog- 
nized. An order received from a customer, for example, does not 
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give rise to a valid asset until it has been filled (except to the extent 
that costs may have been incurred in securing the order). An ordi- 
nary short-term lease on which full payment is made from month to 
month as the property in question is utilized, does not, as a rule, 
constitute an asset of the tenant. 

Finally, mere physical possession does not, in itself, make an item 
an asset of the possessor. A bank holds valuables in its safe-deposit 
boxes, but such valuables are the assets of the patrons, not of the 
bank. The cars stored in the garage, similarly, are not the property 
of the garage proprietor. Further, securities held as collateral by a 
broker, or resources pledged in other connections, do not become 
true assets to the holders or pledgees. In such cases, it is true, those 
in possession secure definite legal rights with respect to the property 
held, and in certain circumstances such rights may approach the 
condition of ownership. 

Nature of Equities. Does a list of assets constitute a complete state- 
ment of the status of a business enterprise? A negative answer is 
obviously required. There is a second fundamental division of data, 
the equities; and hence any complete exhibit of financial condition 
must include, in addition to the showing of assets, a tabulation of the 
equities or rights in assets. 

The equities may be defined as the equitable assignment or dis- 
tribution of the total of the assets among the parties having rights 
therein which are subject to statement in monetary terms. They 
represent the total ownership of the assets of the enterprise in a 
broad economic sense, as opposed to the more narrow legal concep- 
tion; they express the interests of all those who have legally recog- 
nizable and enforceable property rights in the undertaking. 

Under the complex conditions of modern business organization 
and operation the equities, like the assets, are of many kinds or types. 
There are, however, two main subdivisions of this classification which 
are of especial importance to the accountant. On the one hand are 
the liabilities, the equities of those who have, in the eyes of the law, 
the status of creditors. On the other are the rights of ownership 
in the narrow sense, the equities of those who have the status, before 
the law, of owners or proprietors. Each of these groups is of suffi' 
cient importance to require brief discussion at this point. 

Liabilities. The liabilities are the rights or claims of the creditors, 
expressed in dollars and cents. As a rule they represent the equities 
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of those who are somewhat outside the active conduct of the business. 
Fhe liabilities are usually contractual and terminable; that is, they 
call for payment of definite amounts on definite dates. As a group 
the liabilities have a preferential position wdth respect to both earn- 
ings and capital, although not all liabilities have the same position. 

For purposes of presentation the equities of the creditors fall into 
two main groups, short-term or currefit liabilities and long-term or 
“fixed’' liabilities. The principal examples of the first group are 
accounts payable, notes payable (including bills, drafts, and other 
forms of commercial paper), payroll, and accruals of interest, rent, 
taxes, and similar items. In addition short-term advances by cus- 
tomers and related obligations, payable in goods or services rather 
than money, are a type of current liability. Long-term liabilities 
include mortgages, purchase contracts, long-term note issues, and a 
wide range of types of bond issues— the last being seldom if ever 
found in the unincorporated field. 

Liabilities may also be classified into claims secured by pledging of 
particular assets, and the ‘‘unsecured" debts— claims dependent for 
satisfaction upon the general resources of the enterprise. 

Arrangement of Liabilities. In compiling a list of the liabilities of 
a business enterprise at a particular date for inclusion in a financial 
statement it is standard practice to separate current from long-term 
items, and to exhibit current as the first group. The order of the 
current items is comparatively unimportant. A possible arrange- 
ment would be to tabulate ail obligations in terms of due dates, be- 
ginning with the most current. Such an arrangement, however, 
would often require the breaking down and separation of natural 
groupings such as accounts payable, notes payable, etc., and hence is 
not generally practicable for purposes of ordinary reports. Another 
possibility is to give first place to liabilities specifically secured, such 
as notes backed by the deposit of collateral, or to so-called “preferred" 
claims, such as wages payable and accrued taxes. There is something 
to be said for marshalling the larger amounts first, followed by the 
minor items. As a rule any arrangement which clearly show's the 
various main kinds of current debt, without great detail, is not ob- 
jectionable. Liabilities payable in other media than cash (for 
example, through delivery of product) may well be listed last. 

Similarly the long-term liabilities may be presented in almost any 
order provided the designation is clear and the main kinds of obli- 
gatiom are distinguished. 
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Proprietorship. 'Troprietorship'" is a general term used, to describe 
the interests of the owners in the narrow sense. Proprietors are those 
who have the large element of direct control of business operation 
and financial policies. As a group, further, the proprietary equities 
are subordinate to the liabilities with respect to security of capital 
and earnings; the proprietorship, in other words, represents the 
residual or “balancing” equity. 

Because of these characteristics proprietorship is the most im- 
portant financial element from the standpoint of accounting. It is 
an essential function of accounting to present periodically the status 
of the proprietorship and to report regularly the changes which take 
place in this equity. 

In the single-proprietorship or partnership the proprietary inter- 
ests are commonly designated by such titles as “L. S. Watson— Capi- 
tal,” or “L. S. Watson— Proprietor.” In some instances an additional 
account is used to record current changes, an appropriate caption in 
this connection being, for example, “L. S. Watson— Current.” In the 
corporation the equity of the stockholders constitutes the proprietary 
interest and is usually represented by “Capital Stock” and “Retained 
Earnings,” or special subdivisions of these main accounts. 

The distinction between the proprietors and creditors is usually 
clear in the single-proprietorship or partnership. In the corporation, 
on the other hand, and especially in the case of large companies with 
a complex financial structure, the line is not so readily drawn. In 
such companies the important elements of control, risk, and other 
fundamentals of ownership are often so apportioned among the vari- 
ous classes of investors that it is difficult to distinguish the proprietary 
equity on the basis of precise legal definition. For example, some 
legal authorities view certain types of preferred stocks as representing 
“inferior creditors” rather than proprietors. In a strict sense, in 
fact, it is the corporate entity itself, rather than the body of stock- 
holders, which constitutes the legal proprietor or owner. 

In business practice the proprietary interest is often referred to as 
“equity capital,” in contrast to “borrowed money” or “creditor capi- 
tal.” This represents a narrower use of the term equity than that 
adopted here. 

Presentation of Equities. The equities of the M Go., on December 
51, 1949, are as follows: accounts payable, $20,000; notes payable, 
$10,000; payroll accrued, $2,000; mortgage bonds payable, $50,000; 
capital stock, $150,000; retained earnings, $38,000. Tabulated in a 
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vertical column, and without subtotals, this list of equities appears 
as follows: 


Equities 

Accounts Payable . . . . . 

Notes Payable ...... 

Payroll Accrued . . . . . 

Mortgage Bonds Payable 

Capital Stock 

Retained Earnings 


$ 20,000 
10,000 
2,000 

50.000 
150,000 

38.000 

1270,000 


With liabilities and proprietorship separated and current liabili- 
ties subtotaled this statement becomes; 


Equities 

Liabilities: 


Current — 


Accounts Payable . . . . . 

Notes Payable . 

Payroll Accrued 

, . . . $20,000 
.... 10,000 
... . 2,000 

$32,000 

Long-term — 

Mortgage Bonds Payable . . . . . 

.... 

50,000 



$82,000 

Stockholders’ Equity: 

Capital Stock 

Retained Earnings 

. . . . . $150,000 

. . . . . 38,000 

188,000 

$270,000 


Statement of Assets and Equities. A complete statement of the status 
or position of an enterprise includes both assets and equities. A 
presentation of the two groups in parallel vertical columns is a con- 
ventional and convenient form. The following is such a statement 
(with no subordinate headings or subtotals) for the M Co. on De- 
cember 31, 1949: 

M Company 


Position Statement 
December 31, 1949 

Assets Equities 

Cash $ 20,000 Accounts Payable ... . $ 20,000 

Accounts Receivable . . . 40,000 Notes Payable 10,000 

Merchandise 70,000 Payroll Accrued .... 2,000 

band 50,000 Mortgage Bonds Payable . . 50,000 

Building 60,000 Capital Stock 150,000 

Equipment 30,000 Retained Earnings. . . , 38,000 

$270,000 $270,000 
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The above constitutes a simple form of position statement. As an 
expression of the technical framework of accounting this is the' most 
important statement which the accountant presents. The very es- 
sence of the work of the accountant consists of the preparation, at 
regular intervals, of the position statement or “balance sheet.’’ As 
Sprague put it, in his classic “Philosophy of Accounts,” the balance 
sheet is the “groundwork of accountancy . . . the origin and ter- 
minus of every account.” The task of the accountant, in other words, 
can be conceived as the periodic extension of the basic statement into 
a more or less elaborate system of accounts and records, and the 
periodic contraction of this system to statement terms. 

Arranged to display the principal subdivisions the foregoing state- 
ment appears as follows: 


M Company 




Position Statement 

December 31, 1949 



Assets 


Equities 


Current: 



Liabilities: 


Cash . . . 

. $20,000 


Current — 


Accounts Re- 



Accounts Pay- 


ceivable 

. 40,000 


able . . $ 20,000 


Merchandise. 

. 70,000 

$130,000 

Notes Payable 10,000 


Fixed: 

. $50,000 


Payroll Ac- 
crued . . 2,000 

$ 32,000 

Land . 


Building . 

. 60,000 


Long-term — 


Equipment . 

. 30,000 

140,000 

Mortgage Bonds 





Payable . 

50,000 


I 82,000 

Stockholders’ Equity: 

Capital Stock .$150,000 
Retained Earn- 
ings . . . 38,000 188,000 

$270,000 $270,000 

The form of statement illustrated above is traditional and is widely 
employed, and it is especially useful here as an introduction to the 
explanation of the construction of accounts. It is not, however, the 
only possible form or the only one in use. In a broad sense, the 
position statement is any complete statement of the assets and 
equities of a particular enterprise^ at a particular date, however ar- 
ranged. 

In the statement of the unincorporated concern such captions as 
“proprietor’s equity” or “partners’ equities” may be used to desig- 
nate the proprietary section of the statement. Where there is more 
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than one proprietor in such an enterprise the division of total pro- 
prietorship between the owners should be definitely shown. 

Where it is desired to emphasize the proprietary equity as the 
excess of assets over liabilities a three-section form of statement is 
sometimes constructed. Below is a simple example, based on the data 


of the M Co. given above. 

M Company 


Gash . . . . 

Accounts Receivable. 

Merchandise 

Land 

Building 

Equipment . , . . 

Position Statement 
December 31, 1949 

Assets 

. 1 20,000 

40.000 

70.000 

50.000 

60.000 

30,000 $270,000 

Accounts Payable 

Notes Payable .... 
Payroll Accrued .... 
Mortgage Bonds Payable 

Liabilities 

. . $ 20,000 

, . 10,000 

, . 2,000 

. . 50,000 82,000 



$188,000 

Represented by: 

Capital Stock . . . 

Retained Earnings. 

Stockholders' Equity 

. . $150,000 

. . 38,000 



$188,000 


Practical Importance of Position Statement. The position state- 
ment is the basic accounting report. It is read with interest by the 
financial management, by actual and prospective investors, and by 
others concerned. If properly prepared and arranged it not only 
gives a bird's-eye view of the financial status of the enterprise as a 
whole but also affords a basis for considerable analysis. A compari- 
son of current assets with current liabilities, for example, is of value 
in indicating immediate financial standing and, hence, in formulat- 
ing current financial policies. This relationship is generally referred 
to as the ''current ratio." In the above example the current ratio is 
$150,000 to $52,000, or approximately 4 to 1. The excess of current 
assets over current liabilities is the "working capital." For the M Co. 
the amount of working capital is $98,000 ($150,000 less $52,000). 
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Similarly, the relation of proprietorship to total assets is some indica- 
tion of long-run financial strength and degree of solvency. In the 
case of the M Co. the stockholders' equity is 1 188,000, approximately 
70% of the total resources employed as shown by the position 
statement. This relationship may be referred to as the '‘proprietary 
ratio." 

Comparative Position Statement. While a single statement tells 
little about the progress of an enterprise, a series of such statements, 
systematically arranged, reflects the significant features of the course 
of events, especially if supplemented by the figures for net earnings 
and income distributions. It is nowr common for corporations to 
issue financial statements in comparative form covering a period of 
two years or more. Such statements, properly displayed and inter- 
preted, disclose important trends and emphasize major changes in 
the position of the enterprise. 

The following is a simple example of the condensed comparative 
statement: 

M Company 

Comparative Position Statement 
December 31 


Assets 

1949 

1950 

Increase 

Cash 

.... $ 20,000 

15,000 

$ 5,000** 

Marketable Securities. 


5,000 

5,000 

Accounts Receivable .... 

.... 40,000 

35,000 

5,000** 

Merchandise ...... 

.... 70,000 

65,000 

5,000** 

Land ... 

.... 50,000 

50,000 


Building. . . . .... 

.... 60,000 

57,000 

3,000** 

Equipment. . . 

.... 30,000 

32,000 

2,000 


$270,000 

$259,000 

$11,000** 

Equities 




Accounts Payable . . . . . 

. , . . $ 20,000 

$ 19,200 

$ 800*=^ 

Notes Payable . . . . . 

.... 10,000 

5,000 

5,000** 

Taxes Accrued Payable . 


3,000 

3,000 

Payroll Accrued .. . . ■ . 

’ ! 2,000 

1,500 

500** 

Interest Accrued Payable. 


50 

50 

Mortgage Bonds Payable, 

* ] ; ! 50,000 

40,000 

10,000** 

Capital Stock , . ... . . 

. . . . 150,000 

150,000 


Retained' Earnings ■ . . . ' . . ; 

. . : . 38,000 

40,250 

2,250 


$270,000 

$259,000 

$11,000** 


* During 1950 cash dividends were declared and paid to the stockholders in the 
amount of S6, 000. 

** Decrease. 
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Examination of this statement shows that during the year 1950 
current assets (the first four items) were decreased from 1 130,000 to 
1120,000 a decline of $ 10 , 000 . During the same period current lia- 
bilities (the first five items under equities) have been reduced from 
$ 32,000 to $ 28 , 750 , a change of $3,250. The funds representing the 
decrease in working capital, $6,750 ($10,000 less $ 3 , 250 ), plus the de- 
crease in total fixed assets of $1,000, a total of $7,750, may be assumed 
to have been absorbed in retiring mortgage bonds, which have been 
eliminated to the extent of $10,000. The balance of funds required 
to retire bonds, $2,250, is accounted for by the increase in retained 
earnings of $2,250. In other words the earnings for the year have 
been used in part to pay dividends and have been in part retained in 
the business, but the resulting expansion of the proprietary equity 
is reflected in a decrease in liabilities rather than an increase in 
assets. 

In the comparative position statement the amount of proprietary 
earnings for the intervening period is represented by the increase in 
the proprietary equity, less any new investment made during the 
period and plus any dividends or other withdrawals of earnings. 
(The term “dividends’" is generally restricted to corporate distribu- 
tions.) In the above example the amount earned is $8,250 ($2,250 
plus $6,000). The rate of proprietary earnings is found by compar- 
ing the. proprietary income of $8,250 with the average proprietary 
investment, $189,125, and amounts to roughly 4.4%. In this calcula- 
tion the increase resulting from earnings and the decrease repre- 
sented by dividends are assumed to apply uniformly throughout the 
jekxi , 

Relation Between Assets and Equities. The interdependence of the 
two basic divisions of accounting data needs emphasis. Private prop- 
erty, from the standpoint of its financial description, is a two-dimen- 
sioned institution. Equities are rights in assets, and hence without 
assets there can be no effective equities. Similarly, asset values can 
hardly be conceived entirely apart and distinct from equities therein. 
Each conception connotes the other. The assets are the objective 
resources or property, listed by kind or type; the equities represent 
the subjective legal rights or interests of the various parties involved. 
In considering the assets attention is being focused upon available 
funds and commitments still effective upon which funds have been 
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expended; in considering the equities one is emphasizing the sources 
from which the funds have been derived. One side of the position 
statement expresses economic /actors required in operation, or result- 
ing from operation; the other side displays capital or in- 

vestment, as modified by events to date. The assets measure the 
financial position of the enterprise from one point of view; the equi- 
ties describe financial position from another, but complementary, 
point of view. The business dollar, like the coin itself, has two sides, 
but these are described as assets and equities rather than as “heads’" 
and “tails.” 

It follows that the totals of the two divisions, expressed in like 
monetary units, are always numerically equal. Assets equal equi- 
ties, or, as it is sometimes put, assets minus liabilities equal propri- 
etorship. 

This situation is shown graphically on page 28. As indicated by 
the figure there is but one underlying fund of values. This fund, 
however, has two statistical descriptions, each of decided importance 
in the affairs of the enterprise. Each equity is here displayed as a 
cross section of all the assets, ignoring the fact that rights of particular 
creditors or classes of creditors may be specially protected by the 
pledging of specific resources. The distinction between the liabili- 
ties and the proprietary interest is emphasized by the use of a heavy 
dotted line. 

Exceptions to the Equation* While the equation of assets and 
equities holds for all typical business enterprises, large and small, 
there are certain special situations which constitute apparent excep- 
tions. The equities of the bankrupt enterprise, as listed, may exceed 
the assets. This discrepancy is due to the fact that the assets in such 
cases are usually expressed in terms of current, realizable values while 
the equities are maintained at original amounts. Evidently a state- 
ment so prepared, although it may be useful in connection with the 
liquidation of the concern, is not a report of existing assets and ef- 
fective rights therein. The amounts to be received by the claimants 
cannot exceed the available resources; the insolvent concern pays 
less than one hundred cents on the dollar. 

Outside the field of the business enterprise proper are found situa- 
tions where it is hardly possible to express financial status precisely 
in terms of an equation of assets and equities. Assets are never found 
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without equities, but in some cases definite liabilities are not accom- 
panied by measurable assets. The college student, for example, may 
borrow money to secure an education and thus come to have liabili- 
ties exceeding his recognizable assets. He has “mortgaged his fu- 
ture”; that is, the “assets” securing the loan are his health, integrity, 
and probable earning power. Here the asset side of the statement 
consists of imponderables, of elements which cannot readily be ex- 

M Company 

Assets and Equities 
(Total recognizable values, $270,000) 

Accounts 

Cash Receivable Merchandise Land Building Equipment 

$ 20,000 $ 40,000 $ 70,000 $ 50,000 $ 60,000 $ 30,000 

Accounts f ' '"T"' ' ' ( ' " ' ' 

Payable 

$ 20,000 ; 


Mortgage 

Bonds 

Payable 

$ 50,000 


Capital 

Stoclc 

$ 150,000 


Retained 

Earnings 

$ 38,000 


pressed in dollars and cents. This illustrates a limitation of the 
position statement, and of accounts in general, referred to earlier. 

The governmental unit-local, state, or Federal-may have liabili- 
ties far in excess of governmental property. It is the government’s 
potential control of the assets and productivity of its citizens, lodged 


Payroll 1 
Accrued > 

$2,000 J 


Notes 

Payable 

$10,000 
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ill the power to tax, rather than the 'list of assets to which it has title 
at any given moment, which constitutes the essential element of 
financial strength. Governmental liabilities, accordingly, may greatly 
exceed the conventional governmental assets and yet be adequately 
secured. In all such cases the preparation of a balanced statement 
can be accomplished only through the inclusion of a special heading 
to cover the discrepancy between the liabilities and the measurable 
assets. 

Technical Significance of Equation. The underlying equation con- 
stitutes a striking and highly important feature of the accounting 
system. It is a basic factor in the construction of accounts and ac- 
counting records generally, and it is exploited to the utmost in the 
development of methods of verification. The work of recording 
business transactions, stated in its lowest terms, is the process of 
reflecting in the members of the equation the changes resulting from 
the conditions of operation. The essence of every accounting opera- 
tion, in other words, is its effect upon the statement of assets and 
equities. 

Illustrative Problems. To facilitate the work of the student two 
illustrative problems and solutions are included at this point. 

I 

Data 

The following is a complete list of the business assets and Habilites of M. R. Bowles, 
an automobile dealer, at the close of business on September 30, 1949 : 


Balance at First National Bank. . . . $2,000 

Unexpired insurance. . . . . . 100 

Cash in office. . 200 

Note payable at First National Bank on October 1, 1949* . . 1,000 

Notes receivable . 3,000 

Used cars 4,500 

Interest accrued on notes receivable . . . . .... 30 

Taxes accrued payable . . . . . . ... . . . 370 

Shop equipment . . . .... . ... « . . 2,500 

New cars . , . , . . V. . . . . ■ . . . . 1,600 

Cole Motor Works . . . . . ^ . . . . . . . 1,600 

Parts and accessories. . . . . , . . ... . . 2,000 

Shop supplies • • • • * • • • • 200 

Rent advance for October to J. B. Selden. . . . . . . 200 

Office equipment. . . ..... . . . . . . 300 

Office supplies ... . ... . ...... . 100 

Other accounts payable , .... . . . . . . . 1,000 

* This is a 6% note, dated August 1, 1949 
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Directions 

Prepare a condensed statement of assets and equities. 

Solution 

M. R. Bowles, Proprietor 
Position Statement 
September 30, 1949 


Assets 

Current: , 

Gash on Hand and in Bank ^2,200 

Notes Receivable (including interest accrued of $30) . . . 3,030 

New Cars . 1 ,600 

Used Cars 4,500 

Parts, Accessories, and Supplies 2,300 

Rent and Insurance Prepaid 300 $13,930 


Fixed: 

Shop Equipment . $2,500 

Office Equipment . . . . . . . 300 2,800 


$16,730 


Equities 

Liabilities: 

Accounts Payable $2,600 

Note Payable (including accrued interest, $10) . . . . . 1,010 

Taxes Accrued Payable. . . . . . . .... . 370 $ 3,980 

Capital: 

M. R. Bowies, Proprietor . . . ... . . . , . v 12,750 

^ $ 16,730 


Comments 

(1) The statement might be set up in somewhat greater detail on the basis of the 
data given by separating the two cash items, separating rent and insurance balances, 
and showing the items of interest and supplies under distinct headings. Greater 
condensation is also possible, particularly by combining all classes of merchandise 
and supplies. 

(2) It would be possible — and entirely proper — to show in the statement the 
names of the various parties mentioned: First National Bank, Cole Motor Works, 
and J. B. Selden. On the other hand, no names are given in the case of unexpired 
insurance, notes receivable, taxes accrued, and accounts payable. 

(3) The specified interest rate is generally the annual rate. Interest accrued 
payable is computed on the assumption that the period is one-sixth of a year and 
that the entire amount of interest, payable with the face of the note the following 
day, is now accrued. Where the annual rate is 6% interest is often calculated for 
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illustrative purposes at 3^% per month, all months being assumed to be of equal 
length. 

(4) From the data available it is not possible to separate the equity of the pro- 
prietor into original capital and invested earnings. Particularly in the unincor- 
porated enterprise the term “capital” is often applied to the entire proprietary 
equity. 


11 

Data 

On December 31, 1949, the assets and equities of the Glen Court Apartments Go, 
are as follows: cash in office, $500; cash on deposit, First National Bank, $5,000; 
rents receivable, $5,500; rents prepaid by tenants, $600; investments, in safe deposit 
box, $4,000; interest accrued on the Company’s bonds outstanding, $4,500; first 
mortgage bonds outstanding, $150,000; furniture and furnishings, $20,000; building, 
net depreciated value, $155,000; land, $40,000; accounts payable, $3,000; office 
equipment, net depreciated value, $500; wages and salaries accrued payable, $500 ; 
operating equipment, net depreciated value, $1,000; unexpired insurance, $1,000; 
fuel, $400; miscellaneous supplies, $200; capital stock, $75,000; deficit (accumu- 
lated loss), $500. 

On January 1, 1950, a half-year’s bond interest, $4,500, is paid and on July 1, 
1950, the next interest-payment date, the same amount is paid. On December 31, 
1950, the amounts of cash in office, investments, land, unexpired insurance, bonds 
outstanding, and capital stock are the same as on December 31, 1949. Rents 
receivable on December 31, 1950, stand at $6,000, and rent advances at this date 
amount to $500. Other final balances on December 31, 1950, are as follows: 
First National Bank, $5,200; fuel, $300; miscellaneous supplies, $100; building, 
$152,000; furniture and furnishings, $23,000; office equipment, $475; operating 
equipment, $950; wages and salaries payable, $200; accounts payable, $1,000. 
The amount of retained earnings (or deficit) as of December 31, 1950, can be 
determined from the foregoing data. 

Directions 

Set up a comparative position statement for the Glen Court Apartments Go. for 
the dates December 31, 1949, and December 31, 1950. Also answer the following 
questions, indicating how you arrive at the conclusion in each case: 

(a) What is the amount of earnings (or loss) for the year ending Decem- 
ber 31, 1950, assuming that no payments to stockholders were made during this 
period? 

(b) What is the financial effect of the earnings (or loss) for 1950 as revealed by 
the comparative statement? 

(c) What is the proprietary equity ratio at December 31, 1950? 

(d) What is the amount of working capital at December 31, 1950? 

(e) What is the rate of proprietary earnings for the year 1950 to the proprietary 
equity? 

(f) Would it be feasible to distribute the earnings (if any) by a cash dividend? 
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Solution 

Glen Court Apartments Company 
Comparative Position Statement 



12131149 

72/37/50 

Increase 

Gash in Office ...... 

. . ... 5 500 

$ 500 

1 — 

First National Bank 

.... 5,000 

5,200 

200 

Rents Receivable 

.... 5,500 

6,000 

500 

Fuel and Miscellaneous Supplies 

.... 600 

400 

200* 

Unexpired Insurance .... 

.... 1,000 

1,000 

— 

Investments 

.... 4,000 

4,000 

— 

Land 

.... 40,000 

40,000 

— 

Building 

.... 155,000 

152,000 

3,000* 

Furniture and Furnishings . 

.... 20,000 

23,000 

3,000 

Office and Operating Equipment . 

.... 1,500 

1,425 

75* 


$233,100 

$233,525 

$ 425 

Equities 

Interest Accrued Payable . 

.... $ 4,500 

1 4,500 

$ — 

Wages and Salaries Payable 

.... 500 

200 

300* 

Accounts Payable . . 

. . . . 3,000 

1,000 

2,000* 

Rent Advances . 

.... 600 

500 

100* 

Mortgage Bonds Outstanding . 

.... 150,000 

150,000 

— 

Capital Stock 

.... 75,000 

75,000 

— 

Retained Earnings 

.... 500* 

2,325 

2,825 


$233,100 

$233,525 

$ 425 


* Negative or decrease 


(a) The amount of the increase in retained earning (taking into account deficit 
at beginning of year) or $2,825. 

(b) With respect to fixed assets there is a decrease of $75. There is no change in 
long-term liabilities. The financial effect of the earnings is therefore found prima- 
rily in the current assets and current liabilities, as shown by the following: 


Increase in current assets . . . . . ... . . $ 500 

Decrease in current liabilities . . . . .... , 2,400 

$2,900 

Decrease in fixed assets 75 

Earnings for period . . . , , . . . .... $2,825 


(c) The proprietary equity ratio on December 31, 1950, is 77,325/233,525, or 
approximately 33%. 

(d) If the investments are treated as a current asset the total on December 31, 
1950, is $17,100, and the excess of current assets over current liabilities ($6,200) is 
$10,900. If investments are excluded from current assets the amount of net working 
capital is reduced to $6,900. 

(e) The proprietary equity at the beginning of 1950 is $74,500; at the end of the 
year it stands at $77,325; the average (assuming profits have been earned uniformly 
throughout the year) is $75,912.50. The rate earned therefore is 2,825/75,912.50, 
or approximately 3.7%. 
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(f) Since nearly all the cash is needed to meet interest due on January 1, 1951, a 
substantial cash dividend cannot reasonably be declared and paid at this time unless 
the investments are liquidated. The fact that the Company has apparently not 
been doing well in earlier periods also suggests the desirability of postponing divi- 
dends for the time being. 


Questions 

1 . What is meant by the statement that the financial condition of an enterprise 
is '^Two-dimensioned”? 

2. “Accounting deals only with those business data which can be expressed in 
monetary or value terms.” Explain. 

3- Define asset. Give several examples of “rights” as assets. Illustrate each 
of the main types of physical assets. 

4. Distinguish, with illustrations, between current and fixed assets. 

5. How is the initial value of an asset measured for purposes of accounting? 

6- Contrast assets and wealth. Give illustrations of business “resources,” in the 
broad sense, which cannot readily be presented as assets. 

7. Illustrate possession without ownership. 

8. Is an order received by a manufacturer an asset? Explain. 

9. Is a building under lease, and completely occupied and controlled by a lessee, 
an asset of such lessee? Under what circumstances would a leasehold constitute 
an asset of the tenant? 

10. Define equity. 

1 1 . What is a liability? Give several examples. 

12. Define proprietorship, and contrast position of proprietors and creditors. 

13. In a strict sense who is the proprietor or owner in the case of the corporation? 

. 1 4. Indicate definitely the practical importance of the position statement. Define 

current ratio. Proprietary equity ratio. Working capital. 

15. Support the proposition that the assets and equities, although interdependent 
and complementary elements, are entirely distinct classes of accounting data. 

16. In what situations are found apparent exceptions to the equation of assets 
and equities? 
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Effects of Operation— Assets. A particular status of the assets of the 
typical enterprise is only momentarily maintained. Business opera- 
tion and the passage of time inevitably bring changes. The process 
of production requires the utilization of a more or less continuous 
stream of plant assets, materials and supplies, and services of various 
*kmds. Ebb and flow of cash, receivables, and related assets is also 
characteristic of business activity. A particular item loses its identity 
and disappears; a new unit takes its place. The funds of the enter- 
prise, in the sense of total economic capital involved, may be main- 
tained or may even be increased, but the specific assets in which this 
capital inheres will not remain unchanged, as a rule, for any long 
period. 

Looking at the productive process in the technical sense one finds 
three main types of transactions or activities which affect the assets 
of an enterprise in the normal course of business operation. First, 
materials and other factors are acquired to be used in production. 
Factory supplies, for example, are purchased with cash. Second, 
particular assets are utilized and are converted into new forms. 
Thus raw materials, supplies, labor services, etc. are transformed (in 
the economic if not in the physical sense) into work in process (semi- 
finished goods) and, finally, finished product. This process is par- 
ticularly important in the fields of construction and manufacturing, 
and the fabrication of an airplane is a familiar example. Third, the 
values of particular cost factors finally leave the enterprise and be- 
come cost of sales, or expense, as the product in which they are 
embodied or to which they economically attach is sold, and new 
assets (proceeds in cash or equivalent) appear. Assuming operation 
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to be successful the assets resulting from sales will exceed all expira- 
tions or costs involved by the amount of the income margin; and if 
operation is unsuccessful the flow of values from the business will 
exceed the new values secured, the difference being the amount of 

loss. 

Aside from technical operation, the assets of a business may be 
affected by borrowing and additional proprietary investment, by 
repayment of loans and proprietary withdrawals, by distributions of 
earnings, by special gains and losses, and, in unusual circumstances, 
by bequests or other forms of gifts and donations. The assets are 
also affected by price changes, and by the processes of accretion, 
exhaustion, and so on. 

Effects of Operation-Equities. Changes in equities-in part cor- 
responding to or lesulting from changes in assets — likewise result 
from business operation and activity. Equities arise through bor- 
rowing or through the acquisition of assets on a credit basis, and are , 
later retired by payment in cash or an equivalent. This process of 
alternate increase and decrease is particularly common in the case of 
short-term liabilities incurred when goods and services are purchased 
on account. Further, one equity may be directly exchanged for or 
converted into another, with or without any accompanying change 
in assets. Examples are the giving of a promissory note to cover an 
open book account, the conversion of the bonds of a corporation 
into its stock, and the capitalization of corporate earnings as a stock 
“dividend.” A third type of change in equities, involving the pro- 
prietary interest in particular, is represented by the favorable or 
unfavorable result of operation; the equity of the owners is increased 
by gains or profits and diminished by losses. There may be men- 
tioned, finally, the effect upon equities of additional proprietary 
investment, of tvithdrawals of either income or principal, and of 
special contributions. 

Direct Statement Accounting. The use of the position statement 
itself as an all-inclusive account would be the most direct method of 
accounting for the changes in assets and equities flowing from busi- 
ness operation. That is, by altering particular asset and equity ele- 
ments in the proper direction and amount, and by introducing the 
necessary additional headings when new properties were acquired or 
when new equities appeared, the entire process of recording changes 
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in financial condition might conceivably be reduced to flie prepara- 
tion and presentation of a continuous “balance-sheet'' statement. 
For example, if the M Co. (referring to illustrative statement in 
Chapter II) purchased merchandise for cash to the amount of |5CI0 
the transaction might be recorded by erasing or crossing out the 
original figures for both merchandise and cash, and substituting the 
corrected amounts, |70,500 and $19,500, respectively. Similarly, if 
the M Co. paid in cash the amount of payroll accrued, $2,000, the 
reduction of the cash balance by $2,000 and the elimination of the 
payroll item would immediately reflect in the statement the changes 
resulting from this transaction. 

Such a scheme of accounting-assuming that it could be applied to 
all transactions and processes affecting the assets and equities of the 
enterprise— would make available to the owners a revised statement 
of financial position at the conclusion of each transaction. 

Need for System of Accounts. As a practical matter accounting for 
the affairs of the typical enterprise by means of direct adjustments in 
statement figures would be inconvenient and unsatisfactory, if not 
quite impossible. Serious objections to any such plan of procedure 
at once present themselves. First, a system of continuous statement 
accounting would be very inadequate in that it would throw little 
light upon the business process; it would show the results of opera- 
tion but it would not emphasize the process. Second, some types of 
business transactions are of such a character that it is scarcely possible 
to resolve them immediately into their underlying asset and equity 
elements. The sale transaction is the outstanding example. As will 
be explained in a later chapter it is necessary to accumulate revenue 
figures in a supplementary, temporary classification which is reduced 
to its lowest terms, through the assembling of expired costs and other 
deductions, at the close of each accounting period. In the third 
place, certain processes of change in assets are of such a character 
that it would be inexpedient to attempt to register their day-to-day 
effects in the balance sheet. Depreciation of buildings and equip- 
ment is a major example. 

In addition there are important clerical considerations which 
make necessary the extension of the position statement into a system 
of accounts. In the first place, recording the effects of bu.siness trans- 
actions by direct alteration of statement items, even if possible, 
would be a very slow and inconvenient method of procedure. Evi- 
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dently more space than is afforded, by 'the underlying statement (as 
ordinarily constructed) must be made available. And this is only 
a beginning. The essential attributes of good bookkeeping— accu- 
^ racy, speed, neatness, etc.— can be secured only through extensive 
subdivision and elaboration of the structure of the position state- 
iiient, and the use of numerous supplementary technical devices. 
Further, a specialized system is required to make possible the em- 
ployment of a staff large enough to accomplish the task of accounting 
for the many transactions arising in the large enterprise. Several 
persons evidently, cannot work to advantage, simultaneously, upon 
a single account, statement, or book. A reasonable degree of spe- 
cialization and systematic procedure is also an essential element in 
the establishment of adequate means of controlling personal re- 
sponsibilities, That is, a system of ^‘internal check'’ is necessary to 
prevent inefficiency and dishonesty on the part of employees. These 
considerations, it should be noted, reach much beyond the immedi- 
ate question, the need for a system of accounts based upon the under- 
lying equation. 

Quantitative Effects of Operation. Granting that a system of ac- 
counts is necessary, what shall be the structure of the individual 
account? The first step in answering this question is a consideration 
of the quantitative effects of business transactions on the fundamental 
classes of data. 

Economic values expressed in monetary units, as stated earlier, 
are the immediate material of accounting. Such values, like all 
other quantities or magnitudes, are subject to two— and only two- 
types of changes, increase and decrease. It follows that business 
operation, from the standpoint of underlying quantitative effects, 
simmers down to a process of addition and subtraction in terms of 
assets and equities. Assets are purchased, constructed, fabricated, 
improved, or otherwise acquired or enhanced— in each case the effect 
is an increase; assets are sold, consumed, depreciated, abandoned, or 
otherwise disposed of or reduced in value— in each case the result is 
a decrease. In the case of equities (liability and proprietary inter- 
ests) the quantitative effect of investment, borrowing, and profitable 
operation is in each case an addition; on the other hand capital pay- 
ments and other proprietary withdrawals, payment of liabilities, 
distributions of income, and losses represent subtractions from equity 
balances. 



38 


ESSENTIALS OF ACCOUNTING 


The underlying effects of business operation, to summarize, are as 
follows: 

1. Increases in assets 

2. Decreases in assets 

3. Increases in equities 

4. Decreases in equities 

In constructing the accounts, provision must be made for recording 
these changes in an efficient manner. 

Separation of Increases and Decreases. The first step in the con- 
struction of the system of individual accounts may be conceived as 
the stretching out or extension of the balanced position statement 
so that space will be available under each heading in which to record 
the changes which may occur in connection with the particular asset 
or equity item. The second step consists of the development of some 
device for dealing with the opposing tendencies, increases and de- 
creases. That is, some method of designating pluses and minuses, of 
distinguishing between positive and negative effects, is required. 

There are various means by which this might be accomplished. 
The conventional plus and minus signs, or black and red inks, could 
be used to label increases and decreases, respectively; and it would 
not be difficult to evolve other symbolical devices. It is to be doubted, 
however, if any such method of designation is as satisfactory as a 
complete separation secured through the division of the space al- 
lotted to each account into two main sections or compartments. In 
the first place, by accumulating positive and negative elements in 
separate sections for a period the immediate arithmetical work is re- 
duced to a minimum and the process of sorting at a later date is 
avoided. Under this plan the routine clerical work of recording 
business transactions in the accounts is largely confined to copying, 
supplemented by the striking of periodic balances, and both speed 
and accuracy are fostered. Further, the separation and accumula- 
tion (for a period) of the positive and negative entries applicable to 
a particular heading results in a more complete and satisfactory 
accounting record. Increases and decreases may each constitute data 
of intrinsic importance for managerial purposes. The cash account, 
for example, must be so constructed that both receipts (increases) 
and disbursements (decreases) for a given period are clearly pre- 
sented. A cash record which exhibited nothing more than a con- 
tinuous net balance would not be a satisfactory account. 

Each asset and equity account, accordingly, should be divided into 
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two main parts or sections, in one of which should be recorded all 
additions , and in the other all deductions. ■ 

Vertical-Column Account Form. The framework of the conven- 
tionah “balance sheet/' as has been shown, consists of two parallel 
vertical columns. As it happens this device exactly meets the re- 
quirements of the individual asset or equity account as just ex- 
plained. Thus the fundamental statement becomes also the master 
account as to form. 

The account may now be^efined, as to skeleton form, as un indh 
vidual title followed by tium parallel vertical columns of suitable 
width and height, and in which are recorded the increases and de- 
creases, with respect to the element represented by the account, 
which are brought about through a particular period of time. Each 
account may be conceived as a replica, in form, of the underlying 
financial statement. The statement itself constitutes the basic ac- 
count. To record the facts of business operation the accountant 
finds it necessary to extend this parent account into a more or less 
extensive system of subsidiary units, each of which takes the form of 
the initial summary. The reverse operation, the concentration of all 
data appearing in the individual accounts and their return to the 
master account, must also be periodically undertaken. The entire 
process of accounting may therefore be resolved into a succession of 
alternate operations: (1) the extension of the position statement into 
a system of accounts; (2) the contraction of this system to statement 
status. 

While other account forms are possible, and are to some extent in 
actual use, it would be diiEcuit to discover a device more generally 
satisfactory than the vertical-column scheme. It meets the funda- 
mental requirements of the account as outlined above. It is also 
extremely convenient from the clerical standpoint, as it makes pos- 
sible writing particular numbers in horizontal lines and taking totals 
by adding vertical columns of figures. Comparison with other 
methods will readily disclose the fact that this is, intrinsically, a 
highly advantageous mode of procedure. 

Arrangement of Account Columns. Which column shall be used for 
increases and which for decreases? Shall one column be used 
throughout for increases and the other for decreases or shall the 
arrangement vary with the type of account involved? The answer 
to these questions is purely a matter of expediency. What is required 
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is some systematic plan o£ arrangement, not unduly intricate, which 
can be readily followed by the bookkeeper and accountant. Again 
the form of the basic statement may be referred to as a guide. In 
the statement of assets and equities presented on page 22 the assets 
were listed in the left column and the equities were exhibited in the 
right. To be consistent with the arrangement in the master account, 
accordingly, it is necessary to have left stand for asset balances and 
right for equity balances throughout the entire system. This means 
that in the case of the asset accounts it will be necessary to use the 
left-hand column for increases and the right-hand column for de- 
creases; for only in this way can positive asset balances be preserved 
at the left. And in the case of the individual equity accounts, simi- 
larly, it will be necessary to use the right-hand column for increases 
and the left-hand column for decreases in order to preserve positive 
equity balances at the right. 

In these arrangements lies the essential basis of the double-entry 
system of bookkeeping, and mastery of this scheme is therefore an 
important step in acquiring an understanding of accounting pro- 
cedure. The left-hand column of the accounts contains two distinct 
types of data, as follows: 

1 . Increases in assets 

2. Decreases in equities 

Similarly, the right-hand column includes two kinds of facts: 

1 . Decreases in assets 

2. Increases in equities 

Scheme of Accounts Illustrated. The essence of the accounting 
structure may be emphasized diagrammatically. If the statement of 
the M Co. given previously is extended into a system of skeleton 
accounts in accordance with the scheme which has just been ex- 
plained, the entire system, shown in relation to the statement and 
the fundamental classes of data involved, may be represented by the 
first tabulation on page 41. 

It must be borne in mind that this is an artificial example, de- 
signed to emphasize very general considerations. Moieover, it must 
not be assumed that such a chart would be used in business practice. 
The illustration is presented solely for the purpose of displaying 
underlying relationships. The accounts of an actual business enter- 
prise are commonly found in a bound or loose-leaf volume, or in a 
card file, in which one or more pages or sheets are reserved for each 
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M Company 
Scheme of Skeleton Accounts 
Assets Equities 


Increases Decreases 

GASH 


Decreases Increases 

ACCOUNTS PAYABLE 


120,000 


ACCOUNTS RECEIVABLE 


I 20,000 


NOTES PAY.ABLE 


$40,000 


MERCHANDISE 


$ 10,000 


PAYROLL ACCRUED 


$70,000 


LAND 


$50,000 


BUILDING 


S 2,000 


MORTGAGE BONDS PAYABLE 


$ 50,000 


CAPITAL STOCK 


$60,000 


_EQUIPMENT 


1150,000 


RETAINED EARNINGS 


$30,000 


$270,000 


I 

Totals 

GASH 


$ 38,000 


$270,000 


1949 

Dec. 1 Balance 

1-3! Receipts 

1950 

Jan. 1 Balance 


V $18,000 

32,000 

$50,000 

V $20,000 


I 1949 

DeC|. i-31 Disbursements 
^31 Balance 


$30,000 
V 20,000 
$50,000 
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account, and the arrangement followed is not always in terms of 
fundamental classes. An account page in practice is a relatively 
complex structure, with columns for dates, explanations, and folio 
numbers, as well as money columns appropriately subdivided. The 
skeleton ‘'T’' accounts as shown here are useful only for illustrative 
purposes and in working out problems in which details are not being 
emphasized. Nevertheless the typical account as found in practice, 
whatever its detail characteristics, consists fundamentally of two 
main divisions or columns, one for increases and the other for 
decreases. 

Individual Accounts— Definition and Content. A more complete 
definition and explanation of the account is required at this point. 
In a broad sense any systematic record of the facts arising in connec- 
tion with a distinct financial element is an account, regardless of the 
particular form employed. Thus a check book with the stubs filled 
in to show deposits and drawings is a type of cash account, and a file 
of invoices and credit memoranda may serve as an informal account 
of transactions with a particular customer. In a more narrow tech- 
nical sense an account is a complete presentation of the positive and 
negative items arising in connection with an asset or equity {or some 
significant phase thereof) for a particular period, and including 
opening and concluding balances (if any), the opposing data being 
segregated in parallel vertical columns or sections. The increases 
and decreases for the period may be shown in detail or in more or 
less summarized form, depending upon the purposes involved and 
the particular procedure employed. 

To illustrate the nature of the individual account it will be as- 
sumed that the cash account of the M Co. for the month of December, 
1949, in skeleton form, appears as shown by the tabulation at the 
bottom of page 41. 

In this example the difference between the positive items amount- 
ing to 150,000 and the negative total of |B0,000, a balance of |20,000 
as of January 1, 1950, is shown first as a balancing figure on the right- 
hand side, in accordance with the traditional method of finding a 
balance by adding a sufficient amount to the lesser side to bring 
about an equality of footings. 

The character and number of accounts employed should vary with 
the nature of the enterprise and the needs of the management, and 
care must be exercised in the selection of titles and in determining 



ASSET AND EQUITY ACCOUNTS 


43 


■ the extent of the system. With respect to content the accounts in 
almost any scheme or classification will range from those which are 
very broad in scope to those which are highly specialized. An ac- 
count covering all classes of merchandise handled by a large retail 
establishment is evidently a very comprehensive record, whereas an 
account representing a single kind of merchandise (a specific brand 
of canned peas, for example) is at the opposite extreme. In this 
connection attention should be called to the fact that asset and equity 
accounts as they appear in the typical statement often require con- 
siderable subdivision in the scheme of accounts. For example, the 
cash item of |20,000 in the M Co.'s statement may be represented 
by a bank account with a balance of $15,000 and an ordinary cash 
account showing currency and checks on hand amounting to $5*,000; 
and of necessity the Company’s “accounts receivable” of $40,000 
must be supported by the accounts of the individual customers. 

Current Costs. In addition to the principal classes of materials and 
merchandise the typical business enterprise utilizes various types of 
current commodities such as fuel, repair parts, shipping supplies, 
and office supplies. The operation of the enterprise also requires a 
more or less continuous stream of services from factory or store 
workers, salesmen, office staff, and other groups of employees, and 
collateral services such as insurance, advertising, and transportation, 
usually furnished by outside agencies. The costs of these transitory 
commodities and services are not prominently represented~in their 
original form— among the assets displayed in the periodic statement. 
The scheme of accounts must nevertheless provide for the orderly 
recording of such costs, and from the standpoint of number of ac- 
counts required and amount of work involved this phase of the sys- 
tem looms large in the activity of the accountant. 

The point to be emphasized here is that all economic goods and 
services employed in the enterprise, however fleeting in character, 
either constitute in themselves business assets or give up their values 
to other assets. A current factor in production for which funds have 
been expended is no less an element in immediate asset values than is 
a long-term factor. In the case of fuel, stationery, and other tangible 
items the soundness of this statement is quite apparent. In the 
case of ordinary labor, management, and other types of services the 
proposition is perhaps less evident but is equally valid. Costs of 
seiwices contribute to the sum total of the assets of a business just as 
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surely as do the costs of material objects. In fact, the value of a 
physical asset such as a unit of equipment or a building, viewed 
from the standpoint of cost, is largely a summation of the costs of 
the various services required to produce the asset and place it in a 
condition ready to function. 

Accounts with Current Supplies. Accounts in which may be re- 
corded the costs of current supplies of various kinds can be readily 
incorporated into the scheme of asset and equity accounts thus far 
outlined. In the case of all such accounts the costs as incurred— 
increases— are recorded in the left-hand column, and as the goods are 
consumed or are assigned to other classifications the amounts in- 
volved— decreases— are entered in the right-hand column. Assume, 
for example, that in the case of a particular concern the amount of 
store supplies on hand December 1 is $500, that supplies purchased 
and received in December total $1,000, and that the amount requisi- 
tioned for use during the month is $1,100. With these data re- 
corded the account with store supplies, in summarized skeleton form, 
would stand as follows: 


STORE SUPPLIES 


1949 

Dec. 1 
1-31 

Balance 

Purchases 

V 

$ 500 
1,000 

1949 

Dec. 1“31 Requisitions 
31 Balance 

81,100 
V 400 




11,500 


$1,500 

1950 

Jan. 1 

Balance 

V 

S 400 




The amount of asset values represented by accounts of this type at 
any one time is likely to be relatively small as compared with the 
balances appearing in accounts with fixed assets such as land and 
buildings, or in the accounts representing the principal classes of 
materials and merchandise. As a rule it is not necessary to carry 
large reserve stocks of supplies, and utilization of such assets usually 
follows closely upon the heels of acquisition. These considerations, 
however, do not justify the treatment of current cost elements of an 
ancillary character as expense or loss, as is sometimes done in prac- 
tice. All of the numerous kinds of supplies necessary to business 
operation are an addition to asset values, as received; and to insure 
clear thinking and sound procedure in connection with such costs 
it is highly desirable at this stage that the accounts in which they are 
recorded be construed as asset accounts, constructed in the same man- 
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Eer and dealt with according to precisely the same, general rales as 
the accounts representing the major asset values. 

Accounts with Current Services. Services, evidently, have no inde- 
pendent physical existence. It is not possible, in other words, to 
“stock'’ services; they are utilized or consumed in the very act of 
acquisition. Hence the interpretation of an account which shows, 
for example, the cost of factory labor services received during a par- 
ticular period as an asset account may not appear to be justified. 
As already pointed out, on the other hand, necessary service costs 
have precisely the same significance with respect to the sum of asset 
values as do necessary commodity costs; a dollar expended for labor 
contributes to production just as effectively as does a dollar expended 
for materials. On this basis, accordingly, it can be urged that ac- 
counts representing service costs should be construed as asset accounts. 

Fortunately there is available a resonable and accurate view of 
the case which meets the difficulty. Accounts representing periodic 
costs of labor and other services can scarcely be said to represent, in 
themselves, specific assets; they do, however, exhibit temporary 
phases or stages of the total assets of the enterprise, and are assign- 
able from time to time to those accounts which display the results 
of the wwk performed. Thus an account with factory labor is a 
record of a type of cost incurred in manufacturing operations, a cost 
which is immediately transferable to the work-in-process accounts 
and, later, to the finished stock records (assuming a situation where 
it is appropriate to recognize both of these classifications). Entries 
in such an account should be made in precisely the same manner as 
in a typical asset account. That is, the value of all labor services 
received (the total of labor cost incurred) in a particular period is 
recorded in the left-hand column of the labor cost account; the value 
of all labor services utilized during the period (which is, of course, 
the total amount received) is recorded in the right-hand column (al- 
though it may not be expedient to attempt to recognize such utiliza- 
tion continuously). Evidently an account of this type, if properly 
handled, will never show a balance at the close of any accounting 
period, and in this respect it differs sharply from the typical asset 
record. 

For a definite illustration assume that in a particular case the cost 
of factory labor incurred in the month of December as shown by the 
time records is $20,000, and that this entire amount is assignable to 
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the work-in-process accounts.. In this situation the factory labor ac- 
count, after the record for the month has been completed, would 
stand as follows: 


FACTORY LABOR COST 


1949 

1949 

Bee. 1“31 From time records $20,000 

Dec. 1“31 To work in process $20,000 


The fundamental consideration to be borne in mind here is that 
the cost of labor and other services should not be viewed, at the out- 
set, as either expense or loss. Service costs incurred in a business 
enterprise should be handled, like other costs, on their merits. It 
is true that those services which are immediately and completely 
utilized in the process of making current sales of product have so 
ephemeral an effect upon operation that the costs thereof may, not 
unreasonably, be excluded entirely from the sphere of the asset ac- 
counts, It is equally clear that the effective service costs involved in 
creating a product which will not be disposed of until a later account- 
ing period must be retained in their entirety in the asset division. 
And in some instances service costs incurred must be assigned to 
fixed-asset accounts. For example, the transportation charges in- 
curred in connection with the purchase of a unit of factory equip- 
ment, and the cost of labor and other services required in installing 
such unit, are without question a part of the cost of the equipment 
itself, in position and ready to function. 

Prepayments. While it is impossible to '‘stock'' services, the right to 
services in the future is not infrequently obtained by means of a de- 
posit or advance payment. Insurance services are almost universally 
prepaid, through the deposit by the insured of a premium covering 
a more or less considerable period, and prepayments often arise in 
connection with advertising contracts, leases, transportation services, 
etc. Advances to regular employees, while not common in most lines, 
occur under special circumstances. In connection with the acquisi- 
tion of both current and fixed assets, likewise, deposits in advance of 
delivery are not uncommon, in some instances the payment being 
made for a considerable period prior to acquisition. The essential 
characteristic of all transactions involving prepayments, whether for 
services or goods, is the reversal of the usual credit relationship- 
instead of receiving credit the customer extends credit to the vendor. 
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All prepayments give rise to a special type of asset on the books of 
the party making payment and should be accounted for as such. 
The asset in such cases consists of the claim against the payee for 
services or goods to be rendered or furnished as agi'eed, and is valid 
to the degree that the responsibility of the debtor is assured. The 
amount prepaid is entered in the left-hand column of the appropri- 
ate asset account and from time to time, as the services or goods pro- 
vided for are received, the extent to which the claim is satisfied is 
recorded on the other side of the account. Assume, for example, that 
in the case of a particular concern the amount of casualty insurance 
prepaid on December 1 is §1,500, that premiums paid during the 
month total §100, and that the amount of insurance applicable to 
December operation is calculated at $150. The insurance account 
for December would then appear, in skeleton form, as follows; 


INSURANCE PREMIUMS PREPAID 
(Atlas Insurance Company) 


1949 

1949 

Dec. 1 Balance V $1,500 

Dec. 1~31 Amount expired $ 150 

1-31 Premiums paid 100 

31 Balance V 1,450 

$1,600 

$1,600 

1950 “ 


Jan. 1 Balance V $1,450 



The use in this example of the name of a particular insurance 
company as a part of the account title assumes that the entire 
amount of casualty insurance is carried with one concern. Where 
more than one company is involved the insurance asset account must 
either be appropriately subdivided or handled as one account sup- 
ported by a schedule showing the status of premiums paid to each 
insurer. In accounting for all types of prepayments, it may be added, 
care must be taken to preserve a distinct record of the relationship 
with each party involved. 

Accounts with Current Liabilities. Business operation in the typical 
case gives rise to many short-term iiabilities. The individual liability 
is often small in amount, but the total of such items may be of con- 
siderable significance as a financial element. The “accounts pay- 
abie““-the amounts due the various parties from whom the busi- 
ness is buying materials, merchandise, supplies, utility services, etc. 
on open account— constitute the most important group, in general. 
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of current liabilities. The “accrued liabilities”-tlie amounts accrued 
as of a given date on contracts involving salaries, interest, rent, roy- 
alties, etc.— represent a second important class; and such liabilities 
must be completely recognized, at least at the end of each accounting 
period, if service costs are to be correctly stated and financial posi- 
tion properly presented. Nowadays accrued taxes payable are often 
a major current liability. All payroll liabilities are commonly 
treated as accrued obligations rather than as accounts payable. A 
third type of current liability arises where amounts are received from 
customers or others in connection wdth contracts which call for fu- 
ture delivery or furnishing of specified goods or services. Such li- 
abilities are matched by assets in the form of prepayments on the 
books of the parties making the advances. 

All current liability accounts, however temporary or specialized, 
are dealt with in accordance with the general rules governing the 
equity accounts. The liability balances as of a given date appear on 
the right-hand side of the respective accounts. Through the follow- 
ing period all additional obligations incurred are recorded in the 
right-hand column, and all reductions through payment in cash or 
settlement by other means are entered in the left-hand column. 

For an example of the content and treatment of a current liability 
account reference may be had to the payroll accrued of the M Co. 
shown on page 41 with a balance of $2,000 on December 31. Assum- 
ing that the accrued liability on December 1 amounted to $2,500, 
that the costs of services received from employees during December 
totaled $20,000, and that payments to employees during the month 
were $20,500, the payroll account for December, in skeleton form, 
would stand as follows: 


PAYROLL ACCRUED 


1949 


1949 





Dec. 1-31 Payments 

$20,500 

Dec. 

1 

Balance 

V 

$ 2,500 

31 Balance 

V 2,000 


1-31 

From time records 

20,000 


$22,500 

1950 




^22,500 



Jan. 

1 

Balance 

V 

$ 2,000 


Such an account must be supported by subordinate accounts or 
records which show the status of each employee. In the case of all 
liability accounts, indeed, it is essential that the procedure adopted 
provide for a clear-cut record with each creditor. 
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Use of Skeleton Accounts Illustrated. An example in which a num- 
ber of transactions are involved will serve to emphasize the way in 
which statement data may be recorded in a scheme of skeleton 
accounts. 

The Muir Go. begins activity as a financial entity on July 1 , 1949. The following 
transactions occur on that day prior to the beginning of regular operation. (1 ) Vari- 
ous persons become stockholders by investing $25,000 in cash. (2) A building is 
leased from J. O. Bliss at a cost of $200 per month, and rent for three months is paid 
in advance. (3) Factory equipment is purchased on account from the Shay- Western 
Go., $5,000; transportation and installation charges, paid in cash, amount to $500. 
(4) Materials are purchased on account from the Detroit Steel Go., $7,500. (5) A 

motor truck is acquired from the Huron Auto Go. at a cost of $1,500; the Company 
gives the vendor its note for six months at 6%, $1,000, and pays the balance in cash. 

(6) The account of the Detroit Steel Go. is paid in full. (7) Office equipment is 
purchased for cash, $500. (8) Supplies are purchased for cash, $300. (9) Insur- 

ance premiums are paid in cash to Ajax Co., $200. Organized into skeleton ac- 
counts these transactions result as follows: 


GASH 


(1) $25,000 (2) 

$ 600 

(3) 

500 

(5) 

500 

(6) 

7,500 

(7) 

500 

(8) 

300 

(9) 

200 

V 

14,900 

$25,000 

'$25,000 

V $14,900 


CAPITAL STOCK 


(1) 

$25,000 


RENT PREPAID (J. O. BLISS) 

(2) $ 600” I 


FACTORY EQUIPMENT 

(3) .$ '5,500 '"j 

SHAY-WESTERN , GO. ■ 

I (3) $ 5,000 


MATERIALS 

(4) $7,500 j 

DETROIT STEEL CO. 

(6) $7,500 I (4) It^SOO 

MOTOR EQUIPMENT 

(5) $ll,500 I 

NOTES PAYABLE 
' j (5) $1,000 

OFFICE EQUIPMENT 

(7) $ 500 j ~ ^ 

SUPPLIES 

(8) $ 300 j 

INSURANCE PREPAID (Ajax Co.) 

W~ $ 200 1 


The balancing figures for cash are indicated by the use of check marks (V); other 
entries are identified by the numbers used in listing the data above. The accounts 
are listed in the order of use. The position statement of the Company at this point 
is as follows: 
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Muir Company 
Position Statement 
July 1,1949 
Assets 

Current: 

Gash . . 

Materials 

Supplies 

Rent Prepaid • 

Insurance Prepaid 

Fixed: 

Factory Equipment 

Motor Equipment 

Office Equipment 


$14,900 

7,500 

300 

600 

200 $23,500 


$ 5,500 
1,500 

500 7,500 


$31,000 


Equities 

Liabilities: 

Shay- Western Go. . . , . . 

Notes Payable 

Stockbolders’ Equity: 

Capital Stock 


$ 5,000 

1,000 $ 6,000 


25,000 


$31,000 


Questions 

1. State and illustrate the principal classes of transactions and activities by which 
the assets of an enterprise are regularly affected. Do the same for the equities. 
Compare the two lists and note the extent of overlapping. 

2. Give three underlying reasons for the development of a system of accounts, as 
opposed to the use of the position statement as the sole accounting device. Discuss 
the need for a more or less elaborate system from the standpoint of clerical expe^- 
diency. 

3. Why does the position statement require two main compartments or divi- 
sions? Why are two sections required in the construction of the individual account? 

4 What is meant by the statement that ‘-the balance sheet is the master or 
parent account”? What are the special advantages of the vertical-column form of 
account? 

5. **The entire process of accounting can be conceived as the alternate expansion 
and contraction of the statement of assets and equities.” Explain. 

6. How are the positive and negative columns of asset and equity accounts ar- 
ranged? What is the justification, if any, for the particular scheme employed? 

7. Define the account. Prepare a skeleton cash account based upon your own 
experience. 

8. “A cash record which exhibits nothing more than a continuous net balance 
is not a satisfactory account.” Explain. 

9. What is meant by “current costs”? What is the relationship of such costs, 
as incurred, to the assets? 
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10. Precisely what is the objection to the view that accounts with current supplies 
and services represent expenses or losses? 

11. What treatment should be accorded to the freight and delivery charges and 
the wages of mechanics incurred in connection with the purchase and installation 
of a unit of equipment? 

12. “Prepayments arise in transactions which involve the reversal of the usual 
credit relationship.” Explain and illustrate. 

13. What is meant by “accrued liabilities”? 



IV 

ANALYZING AND RECORDING TRANSACTIONS 


Fundamental Groups of Transactions. Any occurrence^ process, 
condition, or decision, which brings about a change in asset or equity 
elements may be said to constitute a “transaction'' from the account- 
ing standpoint. With this broad conception as a basis all trans- 
actions may be divided into two main groups. First come ail ex- 
plicit business events or happenings which involve a relationship 
between the particular enterprise and some outside person or entity. 
Purchases, sales, payments, and collections are the most common 
main cases under this head. To maintain equitable financial rela- 
tions between the enterprise on the one hand and customers, credi- 
tors, employees, and investors on the other, to insure the obsei'vance 
of contracts and agreements in general, to fix and control the im- 
mediate responsibilities of those charged with managerial duties, 
and to furnish the basic data from which—in large measure— analyses 
of operation and financial position are developed, a systematic rec- 
ord of all explicit transactions must be prepared. This is accounting 
at a minimum. 

But the work of the bookkeeper and accountant does not end here. 
A bare record of business events or transactions in the narrow sense, 
however complete and well arranged, would reflect the financial his- 
tory of the enterprise very imperfectly and would reveal almost 
nothing as to the facts of operation in terms of particular periods. 
A second types of occurrence, the internal transaction, must be recog- 
nized. Business operation and the passage of time brings changes 
in the values of assets; and the net effect of the process of conversion 
and expiration is a change in the status of equities, favorable or un- 
favorable. Labor and materials, for example, are utilized; fixed as- 
sets depreciate; a composite of costs incurred leaves the business as 
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deliveries of finished product are made to customers. To record and 
interpret such transactions and processes is the crucial part of the 
work of the accountant. 

Mention should also be made of what may be called formal book 
transactions. Such ^^transactions” do not represent definite occur- 
rences, and are not accompanied by actual changes in either asset or 
equity amounts. They are illustrated for the most part by the trans- 
fer entries which the bookkeeper finds it necessary to make in sum- 
marizing and drawing conclusions at the end of the accounting 


Statement Classification of Transactions. Upon the foregoing out- 
line of transactions may be superimposed another classification in 
terms of effects upon the fundamental elements of the position 
statement. First, certain transactions occur which affect only the 
assets. These may be described as exchanges of assets; in each case 
one or more assets is increased and another asset (or assets) suffers an 
equal decrease. A familiar example is found in the purchase of 
supplies for cash. As will appear, many business transactions— par- 
ticularly in certain fields— are of this type. 

Second, transactions occur which involve an increase in one or 
more assets and an equal increase in one or more equities. The 
borrowing of funds from a bank on a promissory note is an example. 
The investment of new capital by the proprietary interest furnishes 
another illustration. 

Third, many business transactions bring about a decrease in one 
or more assets and an equal decrease in one or more equities. The 
payment of a liability with cash and the withdrawal of capital by 
the proprietor are important examples. This type of transaction, 
evidently, produces effects which are just the opposite of those re- 
sulting from transactions of the second class. 

Fourth, transactions occur which result in an increase in one 
equity and an equal decrease in another. These may be conceived 
as exchanges of equities. This type of transaction is not as common 
as the other classes, but it is not exceptional, especially in the case of 
the corporation. Important examples are the conversion of out- 
standing bonds into capital stock and the exchange of one kind of 
capital stock for another. 

All possible occurrences, processes, and situations which may be 
rated as transactions, subject to recording in accounting terms, can 
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be classified under these four heads, or under a combination of two 
or more of the classes indicated* 

Increase and Decrease in Assets— Cash Purchases® Although cash 
purchases in many concerns are less important than acquisitions on 
a credit basis, transactions not infrequently arise in which payment 
for current supplies and services is made upon the occasion of re- 
ceipt. The M Co., for example, acquires store supplies to the amount 
of $100 and makes payment in full immediately. What are the ef- 
fects of this transaction? Evidently one asset, store supplies, is in- 
creased by the amount of $100 and another asset, cash, is diminished 
by the same amount. Proceeding in accordance with the scheme of 
accounts outlined in Chapter III it is necessary, to record this occur- 
rence, to make an entry of $100 in the left column of the supplies 
account (representing an addition to an asset) and an entry of $100 
in the right column of the cash account (representing an equal sub- 
traction from an asset). The result is equal entries in opposite 
columns) and the underlying equation of fundamental classes of data 
is not disturbed. One asset is increased, but another asset is de- 
creased by precisely the same amount. Thus the total of the assets 
remains unchanged, and the equities are in no way affected. 

The purchase of services for cash also represents an exchange of 
asset values (assuming that the services acquired do not immediately 
leave the business as a part of the cost of product sold). For example, 
the M Co. pays freight charges on merchandise acquired to the 
amount of $200. This transaction is recorded by an entry of $200 
in the left column of the merchandise account (or, first, in a special 
account with transportation costs) and an entry for the samq, amount 
in the right column of the cash account. Again there are equal 
entries in opposite columns, and the totals of the two underlying 
divisions are not disturbed. 

All acquisitions of commodities and services, where payment is 
made in full upon receipt, are recorded in the manner indicated, 
and in every case there is no effect upon the fundamental equation 
aside from the change in the composition of asset values. Further, 
where securities, equipment, or any other kinds of property are pur- 
chased on the basis of immediate cash payment the process of record- 
ing is essentially that described above. By cash payment, it should 
be added, is meant either payment in currency or by check, and for 
the time being no distinction will be drawn between the account 
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which represents actual cash on hand and the account or accounts 
representing bank deposits. 

The conventional interpretation of these transactions rests on the 
assumption that, in the absence of definite evidence to the contrary, 
cost expresses fair market value at date of acquisition^ and hence 
constitutes the proper basis for the accounting record. It is assumed, 
in other words, that in all bona-fide commercial transactions the 
buyer receives precisely the value equivalent— no more, no less— of 
his expenditure. There may be room for argument as to the degree 
to which this postulate is applicable in practice but its propriety as 
an underlying conception in accounting procedure is fairly evident. 

Increase and Decrease in Assets— Prepayments. As pointed out in 
Chapter III, payments for services are often made prior to receipt 
and deposits or advances in connection with the purchase of mer- 
chandise and other types of physical assets are not uncommon. All 
such transactions, like cash purchases, involve exchanges of asset 
values and do not affect the equities. The M Co., for example, pays 
insurance premiums amounting to |500 to cover certain risks for a 
period of one year from the date of payment. The transaction is 
recorded by an entry of $500 in the left column of the insurance 
account and an equal entry in the right column of the cash account. 
Similarly, if the M Co. orders a shipment of merchandise from an- 
other concern and encloses a check for $500 with the order, the pre- 
payment is recorded by a left entry of $500 in an account under the 
name of the vendor and an entry of $500 in the right column of the 
cash account. In all prepayments the asset acquired consists of 
the right to have the services or goods furnished as agreed or, in the 
event that the transaction cannot be completed, of the right to have 
the money deposited refunded. As in other asset exchanges every 
case gives rise to equal entries in opposite columns. 

Increase and Decrease in Assets— Conversions. The utilization of 
materials in production is an important case of internal conversion 
of asset values. Assume, for example, that materials to the amount 
of $100 are requisitioned from the storesroom and are placed in 
process of manufacture on the factory floor. This transaction is 
recorded by a left entry of $100 in the work-in-process account (an 
addition to one asset) and a right entry of $100 in the materials or 
stores account (an equal subtraction from another asset). Similarly, 
the utilization of labor in manufacturing operations would be re- 
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corded by a left entry in the work-in-process records and an equal 
right entry in the original labor cost account (assuming that labor 
cost, as incurred, had been recorded in a labor account rather than 
treated as an immediate cost of work in process). 

To illustrate a transfer to finished stock assume that a particular 
unit or batch of product, with a total recorded cost of |2,000, is com- 
pleted and is delivered to the warehouse or shipping room. The 
transaction is recorded by a left entry of $2,000 in the finished-stock 
account and a right entry of the same amount in the work-in-process 
account. As in preceding examples, the result is equal entries in left 
and right columns. 

Although internal conversions are often very imperfectly recorded 
in practice, and seldom need be entered in the general accounts in 
terms of particular items of labor, materials, and other costs, it is 
desirable that the character of these transactions be understood and 
that the system of accounts be so constructed as to provide for their 
orderly recognition. 

Increase and Decrease in Assets— Exchanges. Barter— the exchange 
of assets without the use of a money medium— is not very common 
in American business practice. Further, where one concern trades 
its product, or other assets, for the goods or services of another con- 
cern an element of loss or gain, to one or both parties, is likely to be 
involved. Nevertheless transactions do occasionally occur which 
can be viewed as simple exchanges of asset values, from the point of 
view of a particular party to the transaction. Assume, for example, 
that an enterprise exchanges government bonds which have a value 
of $5,000, and are carried in the accounts at that figure, for a parcel 
of real estate with an estimated fair market value of $5,000. This 
transaction is recorded by a left entry of $5,000 in an appropriate 
property account and a right entry of the same amount in the in- 
vestments or bonds account. Such an exchange, evidently, is closely 
akin to a cash purchase, and is similarly handled. 

Exchanges in which a part of the consideration is money some- 
times occur. Assume, for exatnple, that the M Co. acquires a new 
unit of office equipment, giving in exchange a unit which has been 
in use for some time— and which now appears on the books at the 
depreciated value of $300— and $200 in cash. Barring evidence to 
the contrary it is not unreasonable to construe this transaction as an 
even exchange and to record the deal by a left entry of $500 in the 
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appropriate equipment account, a right entry of $300 in the same 
or another equipment account, and a right entry of $200 in the cash 
account. (In practice, it should be remembered, transactions of this 
type are more likely than not to involve an element of gain or loss, 
and hence require different treatment.) The form of entry indicated 
here ignores the possibility of the use of a contra valuation account 
to represent accrued depreciation. This complication will be dis- 
cussed later. 

Exchanges of securities which can be viewed as equal trades may 
arise in connection with recapitalizations and reorganizations. In 
all such cases the transaction is recorded simply by transferring the 
amount at which the old investment is carried on the books to a new 
account (a left entry in the new account and an equal right entry in 
the old account) or, in cases in which the change in the character of 
the asset is slight, by making an adjustment in the title or descrip- 
tion of the old account, no formal entries being recorded. An allied 
case occurs when a customer gives a note to cover an amount due on 
open account. This type of exchange is recorded by a left entry in 
a notes receivable account and a right entry of the same amount in 
the particular account receivable affected. 

Increase and Decrease in Assets—Collections. When accounts receiv- 
able, notes, bonds, and other contractual claims which have been 
recognized on the books are collected the process results in an in- 
crease in one asset (usually cash) and a decrease in another asset 
represented by the right or claim. If the M Co., for example, collects 
$100 from a customer who owes the Company this amount the trans- 
action is recorded by a left entry of $100 in the cash account and an 
equal right entry in the customer's account. A partial payment by 
a debtor is the same type of transaction and is similarly recorded. 
Where an interest-bearing security is collected, however, the trans- 
action wdll involve the recognition of an element of income, and 
hence not be an even exchange from the standpoint of the account- 
ing entries, unless the full amount of the interest has been accrued 
as an asset prior to the moment of collection. Likewise where the 
amount collected is more or less than the cost (or other book value) 
of the asset, an element of gain or loss wdll be involved. 

Increase in Assets and Equities— Proprietary Investment. The 
second main class of transactions— in terms of effects upon the prin- 
cipal statement divisions— includes all those occurrences which result 
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in an equal increase in each member o£ the underlying equation. 
First under this head will be considered the case of proprietary in- 
vestment. All commitments to the business by stockholders or other 
forms of proprietary interests increase assets by the amount of such 
commitment and bring about an equivalent increase in the appropri- 
ate equity. In a particular company, for example, the stockholders 
invest $100,000 in cash and stock certificates are issued to the in- 
vestors representing the amount invested. This transaction, in sum- 
mary form, is recorded by a left entry of $100,000 in the cash account 
and an equal right entry in the capital stock account. Where an 
investment by the proprietary interest takes the form of a contribu- 
tion in property other than cash the procedure is essentially the 
same, although it is necessary in this case to place a value on the 
property received for the purpose of making the record. Assume, 
for example, that the investment of a particular stockholder takes 
the form of certain patent rights which he owns, and that stock is 
issued for the estimated fair market value of the patents, $50,000. 
The transaction is recorded by a left entry of $50,000 in the patents 
account and an equal right entry in the capital stock account. (For 
the time being the possible use of nominal values in connection with 
the issue of capital stock is ignored.) 

Investments by partners and single-proprietors have essentially 
the same effect as investments by stockholders and are similarly re- 
corded. For example, A and B each invest $5,000 in cash in a busi- 
ness undertaking. The transaction is recorded by a left entry of 
$10,000 in the cash account and a right entry of $5,000 in the capital 
account of each of the partners. 

For all such transactions, evidently, equal entries appear in left 
and right columns, and since both members are increased by the same 
amount the equation of assets and equities is maintained. 

Increase in Assets and Equities—Borrowing. The commitment of 
funds by creditors, through the process of borrowing or contractual 
investment, likewise brings about an equal increase in assets and 
equities, although in this case it is the liabilities, rather than the 
proprietary interests, which are expanded on the equity side. As- 
sume, for example, that the M Co. borrows $10,000 from a bank, 
giving the note of the Company for sixty days. The transaction is 
recorded by a left entry of $10,000 in the cash account (an increase 
in assets) and a right entry of $10,000 in the notes payable account 
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(an equal increase in liabilities). An investment by bondholders— a 
long-term borrowing— would be similarly recorded. In ail such cases 
there are again equal entries in left and right columns and both 
sides of the underlying equation are equally expanded. 

Increase in Assets and Equities— Credit Purchases. A common and 
important kind of transaction, the credit purchase, also involves an 
equal increase in assets and equities. In many concerns a large per- 
centage of the volume of business done, both as to purchases and 
sales, is on a time or credit basis. In some instances the liability 
incurred through the credit purchase of commodities and services is 
represented by an open book account; in other cases formal evidences 
of indebtedness such as notes and mortgages are issued to the vendor. 
For a first example assume that the M Co. buys merchandise on 
account from the R Co. to the amount of $1,000, and that the goods 
have been received and examined. The transaction is recorded by 
a left entry of $1,000 in the merchandise account and an equal right 
entry of $1,000 in an account with the R Co., the same being a 
specific instance of the account payable. For a second example as- 
sume that the M Co. buys a delivery truck for $1,200 and gives its 
thirty-day note to the vendor for the full amount. The transaction 
would be recorded by a left entry in the equipment account for 
$1,200 and a corresponding right entry in the notes payable account. 
The purchase of services on account would be similarly recorded. 
For example, assume that the M Co. incurs labor costs in a particular 
week, for which payment has not yet been made, amounting to 
$2,000. In recording this transaction it would be necessary to make 
a left entry of $2,000 in the labor account (or in some account repre- 
senting the object on which the labor was expended) and an equal 
right entry in an appropriate payroll account or accounts. Ail of 
these transactions, to repeat, result in equal increase in asset values 
and liabilities. 

Increase in Assets and Equities— Gains. The acquisition of an asset, 
or increase in the value of an asset, without cost, is a somewhat un- 
usual transaction. However, if the assets of a business are increased 
without any accompanying reductions in other assets, and without 
any increase in liabilities, it is clear that the change in assets is ac- 
companied by an equal change in proprietorship. Bequests and 
donations furnish illustrations. Assume, for example, that a par- 
ticular concern is given a parcel of land as a factory site by an in- 
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terested municipality, and that the gift is outright and unrestricted. 
The transaction would be recorded by a left entry of the estimated 
fair value of the property received in an appropriate asset account 
and a corresponding right entry in a proprietary equity account 
(specially labeled to indicate the peculiar nature of the increment). 
Increases in value due to appreciation or accretion would be simi- 
larly recorded. 

Earnings accrued or received on securities or other assets may rep- 
resent a further case under this head. Assume, for example, that a 
concern owning government bonds receives |1,000 in interest on such 
bonds, no costs of any nature being incurred in connection with this 
receipt. This transaction is recorded by a left entry of $1,000 in the 
cash account and a right entry of the same amount in the interest 
income account (a special account provided to show the periodic 
increase in equities from this source). In this illustration, further, 
it is assumed that no part of this interest receipt had been accrued 
as an asset prior to the date of receipt. Where costs are assignable 
to earnings on investments the situation is more complex. See dis- 
cussion of “revenue transactions” later in this chapter. 

The net result of business operation in a given period, if favorable, 
constitutes an increase in asset values and is matched by an increase 
in equities (unless and until the amount thereof has been disbursed 
to owners or utilized to retire claims of creditors). Such net increase, 
however, is the product of the entire flow of transactions for the 
period and can hardly be viewed as in itself a specific type of 
occurrence. 

Decrease in Assets and Equities. The transactions arising under this 
head are essentially the opposites of those involving increase in assets 
and equities. Payments of capital or income to stockholders or other 
proprietors, for example, are recorded by left entries in the appropri- 
ate proprietary accounts and equal right entries in the proper asset 
account (usually cash). Retirement or liquidation of liabilities, 
whether incurred through borrowing or credit purchases, is simi- 
iarly handled. For example, a payment of accrued payroll amount- 
ing to $1,000 is recognized by a left entry of $1,000 in the payroll 
liability account and an equal right entry in the cash account. A 
transaction involving a payment to a merchandise creditor would be 
recorded in the same manner. 
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Both members' of the ■ underlying equation are equally reduced 
when property is destroyed (without compensation), given away, or 
otherwise lost. In every such case there is required a left entry in 
an equity account (usually some division of proprietorship) and an 
equal right entry in the property account affected. The net loss re- 
sulting from the operations of a given period taken as a whole like- 
wise constitutes a decrease in both asset and equity amounts. 

All of these transactions, if properly recorded, result in equal 
entries in left and right columns and do not disturb the equilibrium 
of the system. 

Increase and Decrease in Equities. For an illustration of this type 
of transaction assume that the M Co. gives its sixty-day, interest- 
bearing note for $1,000 in settlement (in temporary form) of the 
same amount due a merchandise creditor on open account. This 
transaction is recorded by a left entry of $1,000 in the creditor's open 
account (a subtraction from one form of liability) and a right entry 
of $1,000 in the notes payable account (an equal addition to another 
form of liability). Once more the result is equal entries in opposite 
columns and the equation of assets and equities is maintained. Fur- 
ther, in this case both totals remain unchanged. The only effect of 
the transaction is the transfer of value from one equity to another; 
a part of the Company’s indebtedness has been relabeled to indicate 
the change in its character. 

Many of the examples of this type of transaction arise in connec- 
tion with corporate procedure and involve matters which cannot be 
conveniently discussed at this point. The conversion of bonds into 
stocks or stocks into bonds, or the exchange of one type or grade of 
stock or bond for a stock or bond of a different type or grade; the 
segregation of sections of retained earnings under various titles; the 
appropriation or accruing (not the payment) of interest and divi- 
dends of various classes— these are the most important general cases. 

Instances of nominal interequity transactions arise where, for pur- 
poses of summarizing or otherwise, balances representing the income 
or capital rights of proprietors or other investors are transferred 
from account to account. 

Combination Transactions. The business transaction, as ordinarily 
defined, often represents a combination of two or more of the four 
underlyixig types. One case of this kind is found in the combination 
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cash and credit purchase. Assume, for example, that the M Co. 
buys a unit of equipment at a cost of 1 1,500, paying cash to the 
amount of |500 and giving its interest-bearing note for the balance. 
This transaction is recorded by a left entry of $1,500 in the equip- 
ment account (representing an increase in an asset), a right entry of 
|500 in the cash account (a decrease in an asset), and a right entry 
of $1,000 in the notes payable account (an increase in a liability). 
The net effect, evidently, is an increase in the asset total of $1,000 
and a corresponding increase in equities. As in all other transac- 
tions the completed record shows equal entries in left and right 
columns. 

All exchanges and conversions of assets which result in gain or loss 
are combination transactions. The M Co., for example, sells a par- 
cel of land which cost $5,000 (and is carried on the books at that 
figure) for $6,000, cash. This transaction is recorded by a left entry 
of $6,000 in the cash account, a right entry of $5,000 in the land 
account, and an equal right entry of $1,000 in the account with re- 
tained earnings (or, first, in a special income account), assuming 
that there are no other costs associated with the transaction. Many 
transactions of this kind occur in business practice. In each case 
there is an exchange of asset values and the recognition of an ina^ease 
or decrease— as circumstances indicate— in equities. 

Revenue Transactions. There remains to be considered the most 
important example of the combination transaction. This is the 
transaction involving revenue, notably the sale of the product of the 
enterprise. Revenue transactions are of especial significance to the 
accountant in view of the fact that the income element generally 
first appears in recognizable form in revenues. Moreover, such trans- 
actions— representing, in essence, the exchange of a range of cost 
elements embodied in finished product for cash or other assets— are 
complex occurrences in that they cannot readily be resolved, in terms 
of the individual sale, into the underlying statement data. 

The significance of the sale transaction and the resulting earnings 
element (assuming operation to be successful) from the standpoint 
of effects upon assets and equities can be indicated by means of a 
highly simplified illustration of business operation. Assume that A, 
a newsboy, begins business on July 1, 1949, with cash amounting to 
$4, a stock of papers which cost him $1, no other assets, and no 
liabilities. At this point A's statement would appear as follows: 
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change of assets, and is recorded by a left entry of |4 in the mer- 
chandise account and a right entry in the cash account for the same 
amount. The sale transaction, however, is a combination case; it 
is made up of an exchange of assets plus an equal increase in assets 
and equities. Of the $6 received in cash the amount of |5 can be 
viewed as recovery of the cost of merchandise sold, and the remain- 
ing doilar—since there are no other costs to be taken into account- 
measures an increase in the proprietor's equity. The transaction is 
therefore recorded by a left entry in the cash account of |6, a right 
entry in the merchandise account of $5, and a right entry in the 
proprietor's account of $1. 

A’s scheme of accounts, with these entries incorporated and the re- 
sulting balances displayed, stands as shown on the bottom of page 
63. Reduced to statement form A's status at the close of business 
on July 1 appears as follows: 


Assets Equities 

Gash ......... $6 A, Capital . S6 


The following statement shows the results of A’s operations for 
the day: 

Proceeds of Sales 

Applicable Costs: 

Merchandise 
Other Charges 

Net Earnings 

In the next chapter it is shown that for several reasons it is not 
feasible to record the right-hand entries involved in the specific 
revenue transactions of the typical enterprise directly in basic state- 
ment accounts as was done in this simple case. Instead, special inter- 
mediate accounts are required to exhibit sales or other forms of 
revenue, accounts which are periodically resolved into their primary 
elements. In this connection it is intended only to emphasize the 
fact that the revenue transaction, like other transactions, consists 
essentially of asset and equity elements, and that if all the data are 
immediately available it can be recorded at once in the appropriate 
basic accounts. 

Transactions Between Owners and Business Entity. Since the cor- 
poration is a distinct legal entity it may enter into transactions with 
particular stockholders or other investors. Thus the corporation 
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$5 

(none) 5 
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may buy services or property from a stockholder, or sell product or 
other goods and services to the stockholder. Such transactions 
should be recorded in the same manner as dealings with outsiders, 
assuming that they are conducted on a fair, commercial basis. 

In the partnership, where there is no distinct entity in the eyes of 
the law, the case is not quite so clear. However, the most practicable 
way to insure the maintenance of equitable relations between mem- 
bers of the firm is to treat each partner as an outsider in all trans- 
actions in which the partner is acting otherwise than in his capacity 
as a member of the firm. For example, if product is furnished to a 
particular partner the transaction should generally be regarded and 
recorded as a sale, on the basis of regular selling price. Or if the 
partner furnishes special services to the business the transaction 
should be conducted on a commercial basis, and recorded in the same 
manner as the purchase of services from an outsider. 

In the single-proprietorship, however, it is rather artificial to as- 
sume that the proprietor and the business entity are separate and 
distinct parties, capable of undertaking transactions, and there is no 
consideration of equity between owners to be served by such assump- 
tion. In general, therefore, it is good procedure in the single- 
proprietorship to handle all drawings of merchandise or other assets 
by the proprietor for personal use on a cost basis as deductions from 
the proprietor’s equity rather than as sales; the owner cannot make 
a profit or suffer a loss by selling goods to himself. Similarly it is 
rather farfetched to interpret the debits arising from any type of 
proprietor’s drawing as an operating expense, a form of salary. On 
the other hand, in special cases the treatment of the owner as an out- 
sider may be justified from the standpoint of departmental analysis. 

Effects of Transactions—Summary. An analysis of all types of busi- 
ness transactions discloses the fact that in every transaction at least 
two distinct effects are found, and that in each case left and right 
elements are paired. All transactions, in other words, are iwo~sided, 
and yield equal entries in opposing columns of the scheme of ac- 
counts. The various possible groupings of quantitative effects (with 
proper columnar designations attached) can be tabulated as follows: 

I J Increase in assets (left) 

Decrease in assets (right) 

Increase in assets (left) 

Increase in equities (right) 
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2 f Decrease in equities (left) 

1 Decrease in assets (right) 

^ J Decrease in equities (left) 

^Increase in equities (right) 

In the first of these cases, evidently, only the assets are affected, and 
with respect to particular items rather than total; in the second 
and third both of the fundamental divisions are equally expanded 
and contracted, respectively; the fourth case represents transposi- 
tions or exchanges of equity values. 

The above list covers the entire range of possibilities. An asset 
can be increased only as another asset is decreased or as an equity is 
increased by a like amount; and an asset can be diminished only as 
another asset is equally augmented or as an equity is equally re- 
duced. Similarly, a particular equity can be increased only as an- 
other equity is correspondingly decreased or as an asset is increased; 
and a subtraction from an equity can only be explained by an equal 
addition to another equity or by an equal subtraction from an asset. 

A particular business transaction may represent a combination of 
two or more of the fundamental groupings. The most complex and 
important example is the typical revenue transaction. 

Debit and Credit. In business usage the left column of all accounts 
is designated as the debit column or side, and the right column is 
referred to as the credit column or side. (The abbreviations “Dr.*' 
and “Cr."' are commonly employed as column headings.) To make 
an entry in the left column of an account, accordingly, is to “debit” 
the account, and to make an entry in the right column is to “credit” 
the account. The entries themselves, moreover, are known as “deb- 
its” and “credits.” Mention should also be made in this connection 
of the use of the term “charge” as a synonym for “debit.” 

Debit and credit as used in present-day accounting must be dis- 
tinguished from the etymologically related terms debtor and creditor. 
It is true that in the case of accounts with persons or other legal en- 
tities debit and credit entries can be construed as signifying the 
debtor and creditor status, respectively. A customer who buys goods 
on account from the M Co., for example, becomes thereby indebted 
to, or is a debtor of, the Company, and the amount debited or 
charged to his account expresses the original amount of his indebted- 
ness. Similarly, a concern from whom the M Co. buys on account 
becomes the creditor of the Company, and the account of such 
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creditor is ‘‘credited'' with the amount involved. But the entries in 
the left column of all accounts are debits and the entries in the right 
column of all accounts are credits, and in the case of accounts with 
impersonal factors such as buildings, equipment, materials, labor 
services, etc. the recorded entries in no sense reflect debtor and 
creditor relationships. 

Debit and Credit Rules. The subject of double-entry bookkeeping 
has been rendered needlessly mysterious and difficult through the 
use of arbitrary and unreasonable rules of debit and credit. Par- 
ticularly unfortunate has been the persistent attempt to attach a 
single interpretation or meaning to each of these signs which would 
hold ill every instance. In the nature of the case it is impossible to 
do this. There are two fundamentally distinct groups of accounts 
involved (ignoring the division of equities into proprietary and lia- 
bility elements) and therefore each of the two columns or sides with 
which the system is provided must do double duty-take care of at 
least two distinct types of entries. Under these circumstances efforts 
to ascribe an underlying universal significance to all debits or to all 
credits are bound to fail, even where supported by personification 
of accounts and other artificial devices. 

The translation of the particular transaction into debit and credit 
terms depends primarily upon analysis and understanding of data 
rather than upon definite rules. In the first place the facts must be 
approached from the point of view of the specific enterprise whose 
accounts are under consideration. The second step consists of the 
determination of the component asset and equity elements. Which 
assets and which equities of the enterprise are involved? Next must 
be ascertained the quantitative effects upon the particular accounts 
which have been selected. The final step, which follows almost as a 
matter of course, is the recording of the entries under the proper 
headings and with appropriate columnar (debit and credit) distribu- 
tion. 

In summarized form the significance of debit and credit entries 
may be tabulated as follows: 

Debits Credits 

1. Increases in assets 1. Decreases in assets 

2. Decreases in equities 2. Increases in equities 

This is nothing more than a statement of underlying quantitative 
changes and serves merely as a general guide. It must be borne in 
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mind that every asset or cost element, fixed or current, is handled in 
essentially the same manner. The fact that two quite distinct ele- 
ments, proprietorship and liabilities, are included under equities 
must not be forgotten. Further, as will be explained in Chapter \ , 
the use of intermediate and supplementary accounts to record special 
phases of assets and equities gives rise to additional, though not 
fundamentally distinct, applications of the terms debit and credit. 

Double-Entry Bookkeeping. The scheme of accounts and entries 
which has been outlined in the preceding pages is commonly char- 
acterized as the “double-entry"' system. The underlying basis of the 
system is the classification of all financial data into the two funda- 
mental divisions, assets and equities. In its broadest aspect, accord- 
ingly, double-entry may be defined as a method of accounting which 
is designed to furnish an orderly^ continuous record of the assets and. 
equities of the business enterprise. In a somewhat narrower and 
more technical sense double-entry is the system which makes use of 
parallel-column accounts (and other special devices) in accomplish- 
ing this essential purpose. It follows that double-entry bookkeeping 
is by no means an arbitrary method of procedure; it is a rational and 
effective mechanism which is grounded in the very nature of the 
business enterprise and the effects of business operation. 

In its skeleton form the double-entry system is evidently a relatively 
simple structure and may be readily mastered. In business practice, 
however, the fundamental scheme is often elaborated into a veritable 
maze of accounts, books, and documents, knit together by a cor- 
respondingly complex network of technical procedures, and a com- 
plete understanding of such a system requires an intimate acquaint- 
ance with the conditions of the specific situation as well as a 
knowledge of the essential principles. 

It is a common impression that the double-entry system is duplicate 
bookkeeping, that it is a procedure by means of which every fact is 
recorded twice with the resulting advantage, from the standpoint oi 
promoting accuracy, of making it possible to check one record against 
the other. Such an impression, not surprising in view of the use oi 
the term “double-entry," is largely unjustified. Double-entry is not 
double or carbon-copy accounting. It is rather a system of complete 
accounting, a system under which every change in the status of a 
financial element of the enterprise is recorded once, and once only. 
It is true that double-entry bookkeeping requires equal entries in 
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opposing columns for each transaction, but this is not a question of 
duplication. Every transaction has an essential two-sidedness, in- 
volves at least two distinct effects, and double-entry is an effective 
method by which all financial changes are recorded. 

Illustrative Problem. A comprehensive example will serve to sum- 
marize this discussion of the analysis of the various types of trans- 
actions into debit and credit entries and emphasize the fact that the 
entire process of operation, including sales to customers and the 
absorption of applicable costs, can be recorded directly in terms of 
the underlying classifications, provided all of the necessary data are 
made available. 


Data 

The Grown Smelting Co. buys all raw material from one source. New Mines, Inc., 
and sells all of its product to Stockton Metal Works. The land and buildings used 
are owned by H. R. Leach. The accounts of the Company as of the beginning of 
business on January 1, 1949, correctly reported, stand as follows: 


Debit Balances Credit Balances 

Gash. 110,000 New Mines, Inc $5,000 

Government Bonds (Cost) , . 6,000 Notes Payable ..... 10,000 

Interest Accrued Receivable . 100 Interest Accrued Payable. . 300 

Stockton Metal Works . . . 10,000 Wages Payable . ... . 200 

Materials 10,000 H. R. Leach 300 

Supplies 1,000 Capital Stock 50,000 

Insurance Prepaid . ... 375 Retained Earnings . . . . 200 

Equipment 28,525 


$66,000 $66,000 

The following is a complete summary of transactions and operations for January: 

(1) As of January 1, 1949, government bonds with a book value of $2,540 (this 
figure includes accrued interest in the amount of $40) are sold for cash, the 
amount received being $2,600. 

(2) As of January 1, 1949, the entire amount of notes payable, with the interest 
accrued, is paid in full. 

(3) Purchases of materials from New Mines, Inc., on account, $20,000. 

(4) Purchases of supplies for cash, $700. 

(5) Payment to Leach of rent for December, 1948, $300. 

(6) Cost of use of land and building in January, acquired on account from H. R. 
Leach, $3@0. 

(7) Payment to Leach of rent for January, $300. 

(8) Labor costs incurred, on account, $7,000. 

(9) Payments to employees during month, $6,800. 

(10) Total amount of interest accrued on government bonds on January 31 is $70. 

(11) Payments to New Mines, Inc., $21,000. 

fl2) Sales of product to Stockton Metal Works, on account, at selling prices, total 
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S30,000. The costs assignable to these sales (and other earnings) are as 
follows: 

Materials .... 

Labor 

Supplies 

Insurance 

Use of land and buildings (rent) . 

Equipment (depreciation) 


There is no work in process or finished product on hand at the end of the month, 
(13) Collections from Stockton Metal Works, $32,000. 

Directions 

{a) Open skeleton accounts corresponding to the 15 titles shown in the tabulation 
above and record therein the balances given as of January 1 , 1 949. Open two addi- 
tional accounts: Use of Land and Buildings; Labor Cost. 

{b) Using only the 17 accounts opened as directed under (a) record with appro- 
priate entries the data of transactions and operations given for the month of January. 
Identify the entries through the use of the numbers attached to the data given above. 

(r) Present a tabulation of debit and credit balances as of January 31, 1949, 
following the form shown above at the opening of business, January 1. 

{d) Prepare an income statement for January and a position statement as of 
January 31, 1949, 

Solution 

Crown Smelting Company 
Skeleton Accounts for January, 1949 
GASH EQUIPMENT 


V $10,000 
(1) 2,600 

(2) $10,300 V $28,525 

(4) 700 

(12) $ 300 

V 28,225 

(13) 32,000 

5 $28,525 $28,525 

( 9 ) 6,8m V 528,225 

new mines, INC. 

■v/ 5.2UU 

$44,600 

$44,600 (11) $21,000 

V $ 5,000 

a/ $ 5,200 

“=■ V 4,000 

(3) 20,000 


$25,000 

125,000 



V $ 4,000 


NOTES PAYABLE 


GOVERNMENT BONDS ■ ' ^ — — 

■ ( 2 ) $ 10,000 V $ 10,000 

(1) $ 2,500 

V 3,500 

$ 6,000 INTEREST ACCRUED PAYABLE 
(2) $ 300 I V $ 300 


V $ 6,000 

1 6,000 

V $ 3,500 


$21,100 

7,000 

800 

25 

300 

300 

$29,525 
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INTEREST ACCRUED 
RECEIVABLE 


V 1 100 

(1) * 40 

(10) 10 

V 70 

$ 110 

$ 110 

o 

> 


STOCKTON METAL WORKS 

V $10,000 

(13) $32,000 

(12) 30,000 

V 8,000 

$40,000 

1 $40,000 

V $ 8,000 

1 

MATERIALS 

V $10,000 

(12) $21,100 

(3) 20,000 

V 8,900 

$30,000 

$30,000 

V S 8,900 


SUPPLIES 

V $ 1,000 : 

(12) $ 800 

(4) 700 

V 900 

$ 1,700 

$ 1,700 

V 900 


INSURANC 

E PREPAID 

V $ 375 

(12) $ 25 


V 350 

$ 375 

$ 375 

V $ 350 



WAGES PAYABLE 

(9) $ 6,800 V $ 200 

V 400 (8) 7,000 

$ 7,200 $ 7,200 

V S 400 

H. R. LEA CH 

(5) $ 300 VS 300 

(7) 300 (6) 300 

$ 600 $ 600 


USE OF LAND AND BUILDINGS 
(6) S 300 1 (12) $ 300 


LABOR COST 

(8) $ 7,000 ] (12) I 7,m 


CAPITAL STOCK 

V S50,000 


RETAINED EARNINGS 


V $ 

745 

V 

$ 

200 



(1) 


60 



(10) 


10 



(12) 


475 

L 

745 


$ 

745 



V 

1 

745 


Crown Smelting Company 


Account Balances, January 31, 1949 
Debits Credits 


Cash. . , . ... 

$ 5,200 

New Mines, Inc. . 

. . $ 4,000 

Government Bonds, . 

3,500 

Wages Payable. 

. . 400 

Interest Accrued Receivable . 

70 

Capital Stock . 

. . 50,000 

Stockton Metal Works. . . . 

8,000 

Retained Earnings. 

. , 745 

Materials . . . . . 

8,900 



Supplies. , . , . . . 

900 



Insurance Prepaid. 

350 



Equipment 

28,225 




$55,145 


$55,145 
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Crown Smelting Company 
Income Statement 
Month of January, 1949 

Sales'., ^ . . . . . - • • • ' .130,000 

Other Income (income on sale of bonds $60 and interest earned 

' ■ ' 70 $30., 0*^0 


Applicable Costs: 
Materials . 
Labor . 
Supplies 
Depreciation 
Rent 

Insurance . 


$ 21,100 

7,000 

800 

300 

300 

25 29,525 


Earnings of Stockholders ^ ^"^3 

Retained Earnings, January 1, 1949 ........ 200 

Retained Earnings, January 31, 1949 * • $ 745 


Crown Smelting Company 


Position Statement 


Current: 


Cash. .... $5,200 
Government Bonds . 3,500 
Interest Accrued 


Receivable . 

70 

Accounts Receivable 


(Stockton Metal 


Works) 

8,000 

Materials . 

8,900 

Supplies, 

900 

Insurance Prepaid . 

350 


Fixed; 

Equipment (less 
accrued deprecia* 
tion) . . . . 


January 31, 1949 

Equities 

Current Liabilities; 
Accounts Payable 
(New Mines, 

Inc.). . . .$4,000 

"Wages Payable . 400 

Long-Term 

Liabilities 

Stockholders’ Equity: 

$26,920 Capital Stock . . $50,000 

Retained Earnings 745 


28,225 


$ 4,400 
none 


50,745 


$55,145 


$55,145 


Comments 

In the set-up of skeleton accounts check marks (V) have been used to designau 
opening and closing balances and dates have been omitted. Ideally any “applicable 
costs” assignable to the income on sale of bonds and interest accrued should have 
been separately computed and recorded in connection with transactions (1 ) and (10) ; 
it is in effect assumed here that no such costs can be distinguished. Tax costs are 
ignored in this example. It is noticeable that the position statement represents a 
rearrangement of final account balances. 
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Questions 

!. Define and illustrate the “explicit” transaction. The “internal” transaction. 
The “book” transaction. 

2. From the standpoint of effect upon assets and equities classify business trans- 
actions into four groups. 

3. Illustrate the cash purchase and indicate precisely how such a transaction is 
recorded and the effect upon the underlying equation. Do the same for the prepay- 
ment. 

4. Illustrate the asset conversion and show how it is recorded. Do the same for 
asset exchanges and collections. 

5. Indicate precisely how proprietary investment, borrowing, and credit pur- 
chases are recorded and the effect upon the underlying equation in each case. 

6. Give an illustration of a transaction involving a reduction of proprietary 
investment and state how it would be recorded. Do the same for payment of 
indebtedness. 

7. Illustrate the transaction involving a gain and indicate how such a transac- 
tion would be recorded and the effect upon the underlying equation. Do the same 
for a transaction involving loss. 

8. Give an illustration of an equity exchange and explain its effect upon the 
accounts and the position statement. 

9. What is meant by a “combination” transaction? Give an illustration and 
state how it would be recorded. 

10. What is meant by the “revenue” transaction? Trace the underlying effects 
of a simple example. 

1 1 . Can you give an example of a transaction involving an increase in assets and 
a decrease in equities? Explain. 

12. “In accounting for the operation of the single-proprietorship it is important 
that expenses be charged with the estimated worth of all personal services furnished 
by the proprietor, as otherwise net income will be overstated. It is not necessary, 
however, that the proprietor actually draw the amount of his salary regularly.” 
Discuss. 

13. Define the terms debit and credit bs used in modern accounting. Why is it 
impossible to give a single meaning, from the standpoint of fundamental business 
elements, to either of these terms? 

14. Define double-entry bookkeeping. Show that double-entry is not duplicate 
"■■■■accounting. ■ 
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Need for Supplementary Accounts. In the preceding chapters the 
nature and use of typical asset, liability, and proprietary accounts 
have been explained, and the way in which the asset division may be 
expanded to provide accounts for the current cost elements, in theii 
many forms and phases, has been indicated. It has also been shown 
that the effects of all types of business transactions and operations, 
including ordinary revenue transactions and other activities giving 
rise to gain or loss, can be recorded in terms of quantitative changei 
in assets and equities, provided all of the underlying facts are avail 
able. It is now necessary to consider those features of business opera 
tion and administration which make it inexpedient if not impossible, 
in the typical concern, to analyze the data of sales and other revenue 
transactions immediately into the basic elements, and which require 
the use of temporary, intermediate accounts to supplement the pri 
mary records. 

There are three main reasons for the use of supplementary ac- 
counts in dealing with revenues: (1) the intrinsic difficulties involved 
in determining the costs assignable to revenues; (2) the clerical ad- 
vantage of the roundabout method of procedure; (3) the managerial 
significance of the operating data. Each of these matters is suffi- 
ciently important to deserve brief discussion. 

Determining Costs of Revenues. The origin of the expense and 
revenue accounts, fundamentally, lies in the fact that the measure- 
ment of the cost of product sold, or of other forms of revenue, is a 
problem which presents inherent difficulties. Ascertaining the 
amount of assets purchased or otherwise acquired is a relatively 
simple matter as a rule (although where payment is made on other 
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than a cash basis the total actual value is not always apparent and 
there is also in some cases a question as to the distribution of total 
cost ill the various accounts ajffected). Determining the amount of 
expired asset values, on the other hand, and particularly the amount 
of such values assignable to revenues, is by no means an easy task. 
Especially is this true with respect to the individual revenue trans- 
action. It is sufficiently difficult to ascertain an approximate expense 
figure for the month, quarter, year, or other relatively long period; 
it is well-nigh impossible, in many cases, to isolate the total cost- 
including all services involved— of the specific sale or other item of 
revenue. 

The assignment of costs is especially troublesome for the wide 
range of factors included under ''indirect'' charges, so-called. Ac- 
curate tracing of the costs of direct materials and labor services (those 
costs which it is possible to assign to specific units or lots of output on 
the basis of more or less obvious physical relationships) in terms of 
particular internal operations and, finally, specific revenue transac- 
tions, is not out of the question in many cases, but it is scarcely pos- 
sible to say the same of the indirect or overhead costs, notwithstand- 
ing the marked development of methods of cost analysis in recent 
years. How should the costs of insurance and advertising services, 
for example, be allocated to particular units of output? What part 
of the periodic outlay for the services of administrative officers at- 
taches to the individual sale? It is evident that answers to such ques- 
tions cannot as a rule be based upon definite knowledge or exact 
determinations. In fact experience has amply demonstrated that 
even in the treatment of periodic aggregates of overhead charges 
judgment and estimate must play a large part. 

Further, there are certain processes of long-term value expiration 
which have little or no definite relationship to the particular revenue 
transaction. The leading example is the depreciation of fixed assets 
such as buildings and equipment. It is universally recognized that 
such assets have a limited economic life and it is assumed that they 
lose their value more or less continuously as a result of the conditions 
of operation and other influences. There is, however, no unanimity 
of opinion as to the proper method to be followed in assigning such 
costs to periodic revenues, and the obstacles in the way of ascertain- 
ing the ebb of fixed-asset costs precisely in terms of specific shipments 
or sales of product are obvious. 
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Clerical Basis for Supplementary Accounts. Even if it were possible 
or practicable to ascertain accurately all of the costs, direct and indi- 
rect, applicable to a particular sale of product it would not in general 
be expedient from the standpoint of efficient bookkeeping to recog- 
nize the expired values in detail upon the occasion of recording the 
sale. To do so would require credit entries, in many cases for very 
small amounts, in all of the asset and current cost accounts involved, 
a needlessly elaborate procedure. Suppose, for example, that a 
clothier sells a hat for |5 in cash, and that the costs assignable to this 
transaction are found to be as follows: merchandise cost, $3.50; store 
labor costs, 35^; depreciation of store building, 1^; depreciation of 
store equipment, 2^; store supplies, 3^; depreciation of delivery 
equipment, 2^; delivery labor and other delivery charges, 8^; depre- 
ciation of office equipment, clerical services, 10^; office supplies, 
1^; administrative services, 10^; insurance, heat and light, 2^; 
advertising services, 3^; taxes, 22 ^; miscellaneous factors, 3^. It 
would evidently be necessary in this case, if the sale were recorded at 
once in final form, to make credit entries in the accounts representing 
the sixteen classes of fixed and current costs listed, in addition to the 
debit to the cash account and the credit to the appropriate equity 
account for the net income realized of 47^; a total of eighteen entries. 
As will be explained shortly, the use of the revenue account reduces 
to two the number of entries immediately required to record the 
typical sale, and makes it possible to adjust fixed assets and current 
costs by means of a single series of entries applicable to the revenues 
of a particular period. 

While the example given is purely hypothetical it is not unreason- 
able for the purpose in hand. In many enterprises, in fact, a much 
greater number of accounts would be affected than is suggested by 
the classification of charges in this case. It is true that in the manu- 
facturing field the cost system in use may result in the collection of 
many of the production costs in a finished stock account prior to the 
occasion of recognizing shipments to customers, but even here there 
is usually a considerable fringe of administrative and selling charges, 
and important elements of taxes, which have not been included in 
assigned costs and which must be taken into account in determining- 
net income or loss. 

Importance of Revenue and Expense Data. Supplementary oper- 
ating accounts would be desirable for managerial purposes even if it 
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were feasible to reduce each revenue transaction directly to asset and 
equity terms. Such accounts have intrinsic statistical significance in 
that they throw light on the process by which the periodic changes in 
financial conditions are brought about. The volume of revenue is 
an important criterion of business activity and deserves independent 
recognition in one or more special accounts notwithstanding the fact 
that it is an intermediate element which will later be broken down 
into the primary factors. Expense, the cost of revenue, is likewise a 
figure of the utmost consequence to the management, and in many 
cases the proper control of this factor requires the use of an extensive 
classification of cost and expense accounts. 

The revenue and expense accounts furnish an important part of 
the data which, when appropriately combined and arranged, consti- 
tute the income statement, one of the two main reports prepared by 
the accountant. 

Nature of Revenue. It is a widely accepted dictum of accounting 
and business practice that revenue is realized only through the com- 
pleted sale of goods or the furnishing of services, and while there are 
special situations in which modification of this doctrine has some 
justification it will be adopted here for the time being as applicable 
to all enterprises. The volume of revenue, accordingly, is determined 
by the amount of cash, receivables, or other valid assets which are 
added to the resources of the business as a result of transferring 
product to customers or patrons. It is important to recognize, how- 
ever, that from a technical point of view revenue is not a designation 
for these new assets. The revenue account is measured by the cash 
and other assets derived from sales of product but it does not repre- 
sent the assets. The additions to assets effected through sales are 
recorded (as are ail additions to assets) by means of debit entries in 
the appropriate asset accounts. It is the credits involved which re- 
quire special treatment, and the revenue record represents these 
credits in preliminary form. Revenue is an aggregate of all decreases 
in asset and cost factors attributable to the volume of business in 
question and the addition to equities (income) which arises out of 
the fact that the proceeds of the sale— assuming operation to be suc- 
cessful— exceed the expirations involved. In all those cases where 
the costs of revenue exceed the new asset values accruing from sales 
the revenue figure evidently represents only the portion of the costs, 
or expense equivalent to such new values. 
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Revenue should not be confused with net income. Under favor- 
able conditions revenue contains an element of earnings, but this 
may be a relatively small fraction of the total volume of business. In 
most enterprises a large percentage of receipts from customers is 
required to replenish the stream of asset values (fixed and current) 
essential to continued operation, and to pay taxes. In this connec- 
tion it may be noted that the use in income statements of the term 
“gross profit”— meaning revenue less some but not all expenses— is 
unfortunate. 

Neither should revenue be confused with receipts in the sense of 
the flow of cash into the business. As has been stated, the criterion 
of revenue which is almost universally followed, especially in the 
trading and manufacturing fields, is the sale of product, and such 
sales are often on a credit basis. It is customary, in other words, to 
recognize ordinary receivables as assets, a practice which is adequately 
supported by legal sanctions. 

Nature of Net Income. Net business income may de defined as the 
amount by which the equities of the proprietors^ and all others fur- 
nishing capital arid entitled to participate in income^ are increased as 
a result of successf ul operation. As indicated above it is one of the 
two major elements implicit in revenue, and although usually less 
important quantitatively than cost, it is a figure of outstanding sig- 
nificance, the goal of a large part of the accountant's efforts. 

The technical nature of net income may be emphasized by con- 
sideration of an extreme case, drawm from without the field of busi- 
ness proper, in which revenue and net earnings are identical. Suppose 
that A, an individual who has retired from active business, has 
125,000 invested in utility bonds at four per cent, no other assets, 
and no liabilities. His balance sheet would evidently stand as fol- 
/lows: ■ ' . ' . . 

Assets Equities 

Utility Bonds $25,000 A, Capital .... . . $25,000 

During the following year interest accrues in A's favor amounting to 
$1,000. How would this affect his financial status? Assuming that 
no costs whatever are incurred in the process of collecting this in- 
come, and ignoring taxes and all other possible charges, it is clear 
that the entire income transaction results simply in an addition to 
assets of |i,000 and a corresponding increase in A's equity. Assum- 
ing, further, that the interest accrued has been realized in cash and 
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deposited in the bank, A’s financial position at the close of the year 
may be represented as follows: 

Assess Equities 

Gash in Bank $ 1,000 A, Capital . , . . . . 126,000 

Utility Bonds ..... 25,000 

S26,000 S26,000 

This shows that since there has been no decrease in asset values in 
this case the increase in assets as a result of “operation’' is matched 
by an equal increase in equities. The revenue credit, in other words, 
includes no expired values or expenses and is consequently a clear- 
cut equity element. 

It follows that if all necessary goods and services which an enter- 
prise required in carrying on its activities were imperishable (in the 
economic as well as the physical sense), and hence could be utilized 
for an unlimited time without the incurring of further charges, there 
would be no expense or cost of revenue to recognize and the revenue 
transaction would bring about a direct increase in equities equiv- 
alent to the increase in assets realized. Such conditions, of course, 
are seldom if ever approximated, and certainly are not found in the 
case of the typical enterprise. Business assets and costs incurred are 
not at all like the widow’s cruse of oil. In the case of current com- 
modities and services replacement is a more or less continuous proc- 
ess; and the typical fixed asset must be renewed every few years. Net 
income, in general, is the balance of gross revenue after all applicable 
costs and other charges have been deducted, and the ascertaining of 
expenses and other deductions is an essential part of the typical 
process of income accounting. 

Use of Sales Account Throughout the extractive, manufacturing, 
and trading fields the general designation for the revenue account 
is “Sales.” By means of this account a record is made of the volume 
of business for each period; and at the close of each accounting 
period the sales account is analyzed and reduced to its lowest terms 
in the process of ascertaining net income and financial status. As 
each sale is made the revenue account is credited and the asset 
acquired is booked as a debit If the M Co., for example, sells 
product to A, a customer, amounting to $1,000, selling value, the 
transaction is recorded by a left or debit entry in A’s account, an ac- 
count receivable, of $1,000, and an equal right or credit entry in the 
sales account. Under this procedure the increase in assets is ex- 
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plicitly recognized when the sale is recorded; the accompaaiying 
decreases in resources and increase in equities (if conditions are favor- 
able) are not recorded as such. Instead there is entered in the sales 
account an undistributed, unassigned credit for the total. The equa- 
tion of debits and credits is thus maintained, and from the columnar 
standpoint the accounts are correct. The provisional aspect of the 
record lies in the fact that the revenue account contains in suspended 
form credits to asset and current cost accounts, together with a credit 
to equities for the income element, if any. 

If one is to understand fully the procedure in accounting for rev- 
enues and expenses it is essential that the technical significance of 
the sales account be clearly seen. This account, to repeat, represents 
in the typical case two distinct classes of entries: (1) decreases in asset 
values (including current cost factors) which are assignable to sales; 
(2) additions to equities (primarily proprietorship) resulting from 
profitable operation. Each of these elements, in accordance with the 
scheme outlined in preceding chapters, belongs in the credit column, 
and therefore the entry in the sales account is properly a credit. At 
the close of the period the decreases in asset values must be distrib- 
uted among the accounts representing equipment, materials, labor, 
and other factors utilized in production (except to the extent that 
these costs have already been gathered together in records of w’^ork in 
process and finished goods), and the balance, net income, may then 
be transferred to the appropriate equity account or accounts. If 
operation results in a loss there is of course no favorable balance to 
be transferred, and the amount of the deficiency— the excess of the 
expired values over the volume of revenue— must be deducted from 
the equities. 

In many cases conditions justify the use of a number of sales ac- 
counts. If the needs of the management call for a classification of 
revenue by kinds of output or by departments, a separate account 
should be set up for each class of sales. The use of a system of sales 
accounts in lieu of the single account, however, involves no addi- 
tional principles or rules of consequence. When making entries in 
classified revenue accounts care must of course be taken to select the 
proper account in each case. 

In enterprises which furnish services rather than tangible goods 
the term “sales'* is usually not employed in the captions of revenue 
accounts. The railways use such titles as ‘'passenger revenue" and 
“freight revenue"; the revenues of brokerage houses are in the form 
of “commissions"; professional firms secure “fees" for their services; 
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and so on. The gross revenue accounts of such concerns, however, 
have essentially the same significance as the sales accounts of traders 
and manufacturers, and are dealt with in a similar manner. 

Technical Significance of Expense Charge. The technical necessity 
for the true expense entry arises in connection with the process of 
distributing the provisional revenue credit among the underlying 
accounts afiected. When the amount of expired values assignable 
to the revenues of the period has been finally determined (by means 
of inventories and other types of valuations and accruals), it is neces- 
sary to allocate the appropriate part of the revenue total to the vari- 
ous asset and current cost accounts. This is accomplished by means 
of debits or charges to revenue and credits to the accounts represent- 
ing buildings, equipment, materials, labor, etc. In this way the 
suspense entry recording the expired cost factors in the aggregate is 
apportioned among the accounts in which such costs appear. 

A simple hypothetical case may be used as an illustration. A small 
retailer has no fixed assets and furnishes all services required himself. 
In his first period of operation he buys merchandise at a cost of 
|1,000, and his sales during the same interval total $1,500. At the 
close of the period, before inventory has been taken and income de- 
termined, his merchandise and revenue accounts would appear, in 
skeleton form, as follows: 


MERGHANBISE 


$1,000 


SALES (REVENUE) 


$1,500 


At this point it is found that the goods on hand amount to $200, 
cost. It folio-ws that the amount expired, the cost of sales, is $800. 
Of the credit of $1,500 to revenue, then, the amount of $800 must 
now be transferred to the credit side of the merchandise account. 
This is accomplished by a debit to the sales account of $800 and a 
corresponding credit to the merchandise account. With these entries 
recorded the accounts named would stand as follows: 

MERCHANDISE SALES (REVENUE) 


$ 1,000 


$800 


$800 


$1,500 
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What is the technical significance of this debit to revenue? It rep- 
resents one step in the transfer of the cost element from the sales 
account to the accounts representing assets and costs incurred; it 
cancels the suspended credit covering expired values in the sup- 
plementary account and thus makes it possible to rewrite this credit 
in terms of the asset and current cost accounts affected. In this ex- 
ample, of course, only a single asset, merchandise, is involved. In 
the typical case the cost-of-sales figure, properly broken up, would be 
credited to a considerable number of accounts. 

This charge to revenue covering the total cost of sales represents 
expense. It measures the expiration of all asset values which may be 
conceived as having left the business embodied in sales of product for 
the accounting period in question. Expense may therefore be defined 
as the cost of the volume of revenue arising in the particular period. 

Need for Expense Accounts. But expense is more than a mere ad- 
justing entry in the revenue account. Expense is the periodic cost of 
operation, from the income-statement standpoint, and hence is one of 
the outstanding statistical facts of the business enterprise, of major 
importance to the immediate management. Expense is the primary 
limiting f actor ^ the amount by which revenue must be reduced before 
net income is disclosed. It follows that the curtailment of expense 
widens the favorable margin quite as effectively as does increase in 
revenue, sales; and the effect on income of an increase in the operat- 
ing charge is evidently similar to that resulting from a contraction in 
the volume of business. In their quest for earnings the owners and 
managers of the enterprise are accordingly vitally interested in the 
statistics of expense, and adequate expense accounting becomes a 
matter of the utmost consequence. 

In view of these considerations the expense charge is initially set 
up in a special account rather than being recorded directly in the 
revenue account. Further, it is usually desirable to establish a true 
expense account for each important class or type of expense. In 
other words, a system or classification of expense accounts is required; 
and in the large and complex enterprise such a system may include 
as many as several hundred distinct expense (or current cost) ac- 
counts or records. This is one of the points, in fact, at which the 
accounting structure is subject to marked extension and elaboration. 

Expense and Revenue Summary. It is noticeable that the individual 
expense and revenue accounts are essentially one-column accounts 
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(although the two-column form is usually employed, for the sake of 
uniformity and to provide a convenient means of recording adjust- 
ments and transfer entries). That is, revenue is a credit and expense 
is a debit, and the two elements taken together constitute a single 
account, of which revenue is the positive side and expense the nega- 
tive. Further, the use of such a summary is a fundamental technical 
requirement. Individual expense and revenue headings should be 
recapitulated in a master summary to permit a determination of 
income or loss. To such a summary the balances of specific expense 
and revenue accounts are transferred, and the balance of the sum- 
mary, favorable or unfavorable, is then incorporated in the appro- 
priate equity accounts. 

In practice the use of the summary expense and revenue account is 
imperfectly developed. Often expense and revenue entries and 
allocations of net earnings are indiscriminately intermingled in a 
‘'profit and loss” account. However, the use of a distinct account 
for the purpose of summarizing revenues and expenses is recom- 
mended, particularly in view of the fact that such practice tends to 
promote a proper arrangement of items in the income report. It 
should be added that a summarizing of expenses and revenues 
through the use of one or more intermediate accounts, in addition to 
the final summary, is justified in some cases, particularly where it is 
desired to emphasize departmental results. 

Comparison of Direct and Indirect Methods. To emphasize and 
make more clear the foregoing discussion of expense and revenue ac- 
counts, a concrete comparison of the direct and indirect methods of 
recording operating data will be presented. In terms of a very 
simple example expense and revenue will be accounted for: (1) by 
means of asset and equity accounts only; (2) by means of a system 
which includes a revenue account, an expense account, and an oper- 
ating summary. The single revenue and expense accounts employed 
under the second method will be assumed to be representative of the 
more or less extensive classifications of supplementary accounts. 

At a particular moment the position statement of A, a fruit vender, 
stands as follows: 


Assets Equities 

Cash S 20 Avenue Fruit Market . . . . $ 10 

Merchandise 100 A, Capital ....... HO 


$.120 


. $120 
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The operations for the following week, summarized, are as follows: 
(1) purchases of merchandise, on account from Avenue Fruit Market, 
|125; (2) sales, all for cash, $200; (3) payments on account to Avenue 
Fruit Market, $115; (4) A draws $60 from the business for living 
expenses; (5) cost of merchandise sold during week (determined by 
taking an inventory), $135. It is assumed that there are no costs of 
operation other than merchandise, and no taxes or other special 
deductions. Opening skeleton asset and equity accounts and record- 
ing these data directly therein gives the following: 


GASH AVENUE FRUIT MARKET 


V $ 20 

(S) 

$115 

(3) 

$115 

V 

$ 10 

(2) 200 

(4) 

V 

60 

45 

V 

20 

(1) 

125 



$135 


$135 

$220 


$220 


«====== 

V 

n— :: 




$ 20 

V $ 45 






MERCHANDISE 



A, CAPITAL 


V $100 

(2) (5) 
v' 

$135 

(4) 

$ 60 

V 

$110 

(1) 125 

90 

V 

115 j 

(2) (5) 

65 

$225 


$225 


$175 : 


$175 

~ V $ 90 





V 

$115 


The resulting position statement would be as follows: 


Assets Equities 

Cash. . . . ... . . $ 45 Avenue Fruit Market . . . , $ 20 

Merchandise . . . . . . 90 A, Capital . . . . . . .115 


%12>S . , , $135 

Repeating the process, but with the addition of supplementary ac- 
counts as indicated above, results in the scheme shown on page 85. 

The difference between the two procedures should be carefully 
noted. Purchases, payments on account, and proprietary with- 
drawals are handled in precisely the same way in both cases; the 
variation lies in the treatment of sales and cost of sales. By the first 
method sales are recorded by a debit to the cash account of $200 
(addition to assets), a credit to merchandise of $135 (subtraction from 
assets), and a credit to A*s equity account of $65 to reflect the amount 
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GASH 


AVENUE FRUIT MARKET 

V 

$ 20 

(3) 

$115 

(3) $115 

V 

$ 10 

(2) 

200 

(4) 

60 

V 20 

(1) 

125 



V 

45 

$135 


$135 


$220 


$220 

«s=s3=aL=« 


$ 20 

V 

$ 45 






MERCHANDISE 


A, CAPITAL 


V 

$100 ^ 

(5) 

$135 

(4) $ 60 

V 

$no 

(1) 

125 : 

V 

90 

V 115 

(8) 

65 


$225 i 


$225 

$175 


$175 

V 

$ 90 




V 

$115 



SALES (REVENUE) 





(6) 

$200 

(2) $200 





GOST OF sal: 

ES (EXPENSE) 





(5) 

$135 

(7) $135 





1 

EXPENSE AIs 

[D REVENUE 





(7) 

$135 

(6) $200 





(8) 

65 







$200 

$200 




earned. By the second method a temporary credit of |200 is lodged 
in the sales account in lieu of the credits to merchandise and to pro- 
prietorship. Cost of sales is then recorded as a separate adjustment 
by means of a credit to merchandise and a debit to the expense ac- 
count; revenue and expense are transferred to the summary (entries 
numbered 6 and 7); and the net income is transferred from the sum- 
mary to the capital account (entries numbered 8). The final results 
are obviously the same under both treatments. 

The use of reference numbers in the example is for the purpose of 
making it easier to identify particular entries, and the check marks 
(■\/) are labels for balances and balancing entries. The three supple- 
mentary accounts are centered under the primary asset and equity 
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accounts for the purpose of emphasizing their subordinate position 
as intermediate phases of the two underlying divisions. It almost 
goes without saying that it is not necessary in practice to maintain 
these spatial relationships. 

Ill this simple situation the more elaborate procedure of the second 
method may seem quite unnecessary, but when the conditions of 
typical business operation are recalled its reasonableness is clear. If 
he attempts to use the direct method A must either postpone all 
definite accounting for sales until the end of the week, or else he 
must ascertain, transaction by transaction, item by item, the cost of 
goods sold. This would amount to keeping a continuous inventory. 
When it is remembered that in most enterprises there are a consider- 
able number of difierent costs involved instead of a single type of 
operating expense, and that it is particularly difficult to attach some 
of these costs to individual sales, the necessity for the indirect method 
becomes apparent. The advantages to be derived by the manage- 
ment from the explicit presentation of expense and revenue elements 
must not be overlooked. To refer to the example, under the first 
method the volume of revenue of $200 and the amount of expense of 
$135 are not exhibited as such, while under the second plan both of 
these important factors are definitely isolated and clearly presented. 

Simple Income Statement. In its most elementary form the income 
statement consists simply of the data of revenues and applicable costs 
arranged in such manner as to emphasize the net result, favorable or 
unfavorable. The degree of elaboration depends upon the nature of 
the business and the needs to be served. Where all revenues and 
expenses are brought together in an expense and revenue account 
the statement is essentially an arrangement of the data of such ac- 
count, with appropriate captions and explanations. For A, the fruit 
vender, an income statement for the week for which the accounts are 
given above, including a showing of drawings and retained earnings, 
is as follows: 


Sales . ; . . . . . . 1200 

Expenses: 

Merchandise Cost of Sales . . ... . $135 

Other Charges (none) 135 


Net Income . . . , ^ ' ^ 

A’s Drawings 60 

Earnings Retained in the Business $ S 


In this case the net income is also the amount of proprietary earnings, 
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Illiistration. The accounts of the Jacobs Co. at the opening of busi- 
ness on January 1, 1949, stand as shown below: 


Debit Balances 

Gash. S 1,000 

Accounts Receivable . . . 14,000 

Merchandise 20,000 

Supplies . 200 

Unexpired Insurance . . . 300 

Land 9,500 

Building 20,000 

Store and Office Equipment . 5,000 


$70,000 


GASH 


V $ 1,000 

(6) 5,000 

(7) 16,000 

(3) $ 100 

(4) 600 

(8) 11,030 

(10) 750 

(11) 2,400 

(14) 375 

(16) 25 

V 6,720 

$22,000 
/ $ 6,720 

ACCOUNTS ] 

$22,000 

RECEIVABLE 

V $14,000 ' 

(7) $16,000 

(5) 15,000 

V 13,000 

$29,000 

$29,000 

V $13,000 


MERCHANDISE 

V $20,000 

(20) $15,500 

(1) 10,000 

V 15,250 

(10) 750 


, : $30,750 ^ 

$30,750 

V $15,250 


SUPPLIES 

■-.■■■■-"■V"''' $■ ■'^200. 

(19) $ 250 

(2) 200 

V 150 


$ 400 

V $ 150 



Credit Balances 

Accounts Payable . , . . $10,000 

Payroll 300 

Gapital Stock . . . . . 50,000 

Retained Earnings. . . . 9,700 


$70,000 


STORE AND OFFICE EQUIPMENT 


v 

$ 5,000 

(17) 

$ 50 



V 

4,950 


$ 5,000 


$ 5,000 

V 

1 4,950 


ACCOUNTS PAYABLE 

(8) 

$11,030 

V 

$10,000 

(14) 

375 

(1) 

10,000 

V 

9,313 

(2) 

200 



(12) 

500 



(13) 

18 


$20,718 

j 

$20,718 



1 V $ 9,313 


PAYROLL 


(11) 

$ 2,400 

V 

1 300 

V 

400 

(9) 

2,500 


$ 2,800 


$ 2,800 



V 

$ 400 


CAPITAL STOCK 




V 

$50,000 

RETAINED 

EARNINGS 


V $10,692 

V $ 9,700 


(i) 992 

$10,692 

$10,692 


V $10,692 
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UNEXPIRED INSURANCE 


PROPERTY TAXES 


V 

$ 300 

(18) 

$ 15 

(4) 

$ 600 

(4) 

$ 100 

(3) 

100 

V 

385 



V 

500 


$ 400 


$ 400 


$ 600 


$ 600 

V $ 385 



V 

$ 500 




LAND 



SALES 


V 

$ 9,500 



(a) 

$20,000 

(5) 

$15,000 







(6) 

5,000 






$20,000 

i 


$20,000 


BUILDING 


SUPPLIES EXPENSE 

V 

$20,000 

(15) 

$ 50 

(19) 

$ 250 i 

(e) 

$ 250 



V 

19,950 






S20,000 


S20,000 





V 

SI 9, 950 







SALESMEN’S SERVICES 

MERCHANDISE 

COST OF 

SALES 

(9) 

$ 2,500 

1 (c) 

$ 2,500 

(20) 

$15,500 

1 (b) 

$15,500 

DELIVER'i 

^ CHARGES 


TAX e: 

k:pense 

(12) 

$ 500 

1 (d) 

$ 500 

(4) 

$ 100 

(g)^ 

$ 100 


MISCELLANEOUS EXPENSE 


(13) 

(18) 

$' 

18 1 
: 15 

(b) $ 

33 


$ ,: 

33.1 


33 


DEPRECIATION AND 
MAINTENANCE 


(15) 

(16) 
(17) 

$ 

50 

25 

.^''':'50.. 

(f) S 

125 


$ 

125 


125 


EXPENSE AND REVENUE 


(b) 

$15,500 

(a) $20,000 

(c) 

2,500 

(d) 

500 


(e) 

250 


(f) 

125 


(g) 

100 


(h) 

33 


(i) 

992 


$20,000 

$20,000 


The following is a summary of business transactions and other operating data for 
January: 
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(1) Purchases of merchandise on account, 110,000. 

(2) Purchases of supplies on account, |200. 

(3) Insurance premiums paid in cash, SI 00. 

(4) Property taxes paid, applicable to first half of 1949, $600, 

(5) Sales of merchandise on account, $15,000. 

(6) Cash sales, 15,000. 

(7) Goiiections on account, $16,000. 

(8) Payments on account, $11,030. 

(9) Salesmen’s services received, on credit basis, $2,500. 

(10) Transportation charges on merchandise received, paid in cash, $750. 

(11) Payments to salesmen, $2,400. 

(12) Weekly bills received from Merchants’ Delivery Go., $500. 

(13) Bills received covering utility services for month ending January 20, $18; 
for convenience the entire amount is treated as applicable to January 
operations. 

(14) Payments to Merchants’ Delivery Go., $375. 

(15) Estimated depreciation of building for January, $50. 

(16) Maintenance costs, paid in cash, $25, 

(17) Estimated depreciation of equipment, $50. 

(18) Insurance applicable to January business, $15. 

(19) Supplies on hand, January 31, $150, 

(20) Merchandise cost of January sales, including transportation, $15,500. 

Recorded in skeleton accounts, including entries to collect expenses and revenues 
in a summary account and to transfer the net income to retained earnings, these data 
appear as shown on pages 87-88. 

With reference to titles employed and arrangement of entries numerous variations 
are possible. Such items as insurance expired, supplies consumed, and taxes appli- 
cable to January business, for example, might be charged directly to expense and 
revenue. The book entries necessary to summarize the expense and revenue data 
and determine the net balance may be made in any convenient order; here the 
charges are assembled according to size. 

The balances of the accounts now stand as follows: 


Debit Balances 


Credit Balances 


Gash. . . . . . 

$ 6,720 

Accounts Payable . . . 

. $ 9,313 

Accounts Receivable . 

13,000 

Payroll . . . . . 

400 

Merchandise ... 

15,250 

Capital Stock .... 

. 50,000 

Supplies . ... 

150 

Retained Earnings . 

. 10,692 

Unexpired Insurance . 

385 



Property Taxes . . 

500 



Land 

9,500 



Building 

19,950 



Store and Office Equipment . 

4,950 




$70,405 


$70,405 


The position statement of the Gompany at this time, based upon the foregoing 
balances, would appear as follows : ' 
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Jacobs Company 
Position Statement 
January 31, 1949 


Current: 

Gash , $ 6,720 

Accounts Receiv- 
able. . . . 13,000 

Merchandise . . 15,250 

Supplies and Pre- 
payments . . 1,035 $36,005 


Fixed: 

Land .... $ 9,500 
Building . . . 19,950 

Store and Office 
Equipment . . 4,950 34,400 

170,405 


Equities 

Current Liabilities: 

Accounts Payable . $ 9,313 
Payroll. ... 400 $ 9,713 


Stockholders’ Equity: 

Capital Stock . . $50,000 

Retained Earnings 10,692 60,692 


$70,405 


The following is an arrangement of the data collected in the expense and revenue 
account, with a showing of retained earnings, in statement form: 

Jacobs Company 
Income Statement 
Month of January, 1949 


Sales $20,000 

Expenses: 

Merchandise Cost of Sales $15,500 

Salesmen’s Services . . . . . . . . . . . . 2,500 

Delivery Charges 500 

Supplies iSxpense . 250 

Depreciation and Maintenance , . ... . , . . 125 

Taxes ... . . . . . . . . ... . . 100 

Miscellaneous Expense 33 

19,008 


Net Income (also earnings of stockholders) .... . . $ 992 

Retained Earnings, January 1, 1949 . ... .... 9,700 


Retained Earnings, January 31, 1949 ....... $10,692 


Questions 

1. What are the principal difficulties involved in determining costs of revenue? 
Show that these difficulties are magnified if an attempt is made to measure the cost 
of the particular sale* 

2. Illustrate the fact that the use of supplementary accounts in recording reve- 
nues and expenses requires fewer entries than would be needed if each sale were 
immediately resolved into the underlying statement elements. 

3. Show that the indirect method of handling revenues and expenses emphasizes 
important managerial data. 

4. What is the generally accepted test of revenue realization? 
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5. Define revenue in terms of quantitative changes in assets and equities. Pre* 
cisely why are revenues recorded as credits? 

6. Contrast revenue and net income. Revenue and cash receipts. 

7. Give a precise, technical definition of net income. 

8. Illustrate the use of the sales account. 

9. Present a precise definition of expense. Why are expense items debits? 

10. Discuss the need for a system of cost and expense accounts. 

11. Describe the simple income statement. 
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INCOME^STATEMENT ACCOUNTS— Continued 


Expense and Current Costs Incurred, Expense has been defined as 
the cost of periodic revenue. It follows that the amount of expense 
is ordinarily quite distinct from the total of costs incurred for the 
period. Goods and services required in production do not, in gen- 
eral, constitute expense upon the instant of acquisition. It is only 
as these resources expire as a cost of product sold that the true ex- 
pense stage is reached and the amounts involved may properly be 
charged to revenue. This is obvious in the case of fixed assets such 
as buildings and equipment; in principle it is no less true of current 
factors. Labor services, supplies, utility services and other cur- 
rent items—valuable considerations for which funds are voluntarily 
paid—are costs incurred but are not, immediately, expense. 

It is true that acquisition and final expiration are virtually simul- 
taneous in the case of some selling and delivery charges. Perhaps 
the best example is found in the case of costs incurred in transporting 
product to customers. Assume, for example, that the M Co. buys on 
account from the Central Railroad transportation services of this type 
to the amount of |100. This transaction would be recorded, if the 
item of services received is viewed as a cost incurred but not as a 
revenue charge, by a debit to an account with transportation services 
and a credit to the carrier's account. But since these services are 
immediately consumed as a cost of revenue it would be in order, as a 
further step, to transfer this cost to delivery expense. Evidently it is 
feasible, in such a case, to view acquisition and expiration as merely 
dijfferent phases of a single transaction and to treat the amount of the 
cost as an expense from the outset. 

The practical importance of distinguishing sharply between pur- 
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chases o£ current commodities and services on the one hand and 
expense charges on the other varies not only with the type of cost 
but also with the type of enterprise under consideration. Especially 
where the process of production is long, as in many manufacturing 
lines, does the amount of the expense or revenue charge for the par- 
ticular period differ markedly from the amount of cost incurred. 

The length of the period of reckoning also has a bearing. Where 
financial reports are required for the month or quarter, for example, 
the total of costs incurred for the period is not likely to correspond at 
all closely to the amount of charges applicable to current sales. 

Expense and Current Asset Accounts. The distinction between cost 
incurred and expense need not always be insisted upon as far as the 
definition of particular accounts is concerned. For practical pur- 
poses an account may be defined in terms of the character of the 
predominant element appearing therein, regularly, at the end of the 
accounting period. As has already been indicated, the changes in 
asset values brought about by the internal processes of production 
are not completely and continuously reported by the typical system 
of accounting. It follows that in practice many of the accounts of the 
enterprise will stand for a considerable time in a more or less 
“mixed"’ condition. That is, many of the accounts will not exhibit, 
continuously, a single clear-cut element. In some cases the amount 
appearing at the close of the period may be largely expense, and the 
accounts in question may accordingly be rated as expense accounts. 
In other instances the expense factor will be of relatively minor 
importance, and such accounts, therefore, may reasonably be defined 
as asset accounts. In analyzing and recording the particular transac- 
tion it is doubtless desirable that each element be interpreted in 
terms of its immediate character. The purchase of advertising sup- 
plies, for example, may well be viewed as the acquisition of a current 
asset, and the transaction recorded on this basis. The account with 
advertising supplies, on the other hand, may be treated as primarily 
an expense account. In the case of any such account periodic adjust- 
ment is of course necessary to separate the balance on hand from the 
amount expired. 

Whether the cost of a current commodity or service be conceived 
originally as an addition to asset values or as a charge to expense is a 
matter of indifference as far as the columnar distribution is con- 
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cerned; whichever interpretation is made the result in every case will 
be a debit. It is vitally important, however, that at the close of each 
period asset values be carefully separated from expenses, for other- 
wise the net income figure will not be correctly determined. 

Expense and Utilization. The incurring of cost, tiie acquisition of 
goods and services, is not a proper occasion for the recognition of 
expense charges, as has been explained. It must also be insisted that 
conversion or utilization is not a satisfactory test of expense. Costs 
become expense as they contribute to, or are assignable to, realized 
revenues. The fact that factory materials or supplies, for example, 
are taken from stores and used in operation does not demonstrate 
that the amount should be charged immediately to expense. Such 
costs, while no longer available in the original form, remain a part 
of total asset values until the product to which they have been devoted 
is disposed of. The same thing, strictly speaking,^may be said of all 
the various types of goods and services utilized by the enterprise. As 
pointed out earlier, costs pass through three principal stages. The 
first Stage is the incurring of cost; the second stage is the utilization 
of the cost factor in production; the third—at which time the values 
involved become expense—is final expiration in terms of the volume 
of revenue. 

Where a particular good or service has no definite, observable rela- 
tion to particular revenues~~as is true, in general, of office supplies, 
accounting costs, administrative services, etc.— it is common practice 
to treat all utilized items as expense. Nevertheless there is a ten- 
dency, under modern cost methods, in the direction of more satis- 
factory bases for assigning costs to revenues than mere utilization, 
and additional progress along this line is to be expected. 

In some cases utilization is simultaneous with final expiration. 
Shipping supplies, for example, which are used on the occasion of 
consignment or delivery to the customer (which is also the typical 
occasion for the recognition of revenue), are chargeable to expense 
substantially as utilized. 

Expense and Expenditure. Mention should-be made of the familial' 
but mistaken impression that expense or periodic cost of sales is 
measured by or closely related to expenditure in the sense of periodic 
cash outlay. For most enterprises such a conception of expense is 
entirely unreasonable, especially in these days of extensive credit 
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relationships. The amount of expense in the typical case is not 
likely to be approximated by either total expenditures or outlays for 
current commodities and services. It is true that in a very simple 
retail enterprise the difference between the amount of current pay- 
ments for goods, labor, insurance, advertising, etc., and the amount 
of all costs which may reasonably be assigned to sales for the period, 
may not be gre|t. Nevertheless the distinction is fundamental in 
principle and especially in cases where depreciation is an important 
factor, or where inventories are subject to marked fluctuation from 
period to period, there is no reason for expecting an arithmetical 
correspondence between true expense and cash expenditure. These 
data would coincide in amount, in fact, only ‘where no fixed assets 
were required, and where all current items were acquired, paid for, 
utilized, and finally consumed as costs of revenue in each period, and 
in addition it would be necessary to exclude all cash withdrawals by 
the proprietor or ^other disbursements not related to cost of opera- 
tion. It should be fairly evident that such a situation is almost never 
found in business practice. 

Expense and Revenue in Trading, In the trading field, where the 
essential activity is selling and there is little or no fabrication, the 
difference between the amount of labor and other current services 
purchased during a year, for example, and the corresponding ex- 
penses or costs of sales for the same period, is often not large, and the 
merchant, therefore, is inclined to view all such costs incurred as 
expenses. Nevertheless there is some objection to this interpretation. 
All transportation charges on merchandise purchased, obviously, 
should be included in (or viewed as a part of) the cost of merchan- 
dise, and there is much to be said in favor of a like treatment of the 
cosis of unpacking, marking, shelving, and similar factors, together 
; with insurance and storage charges. The effect upon yearly income 
of thus accumulating costs, it is true, is not likely to be marked unless 
the inventory, or amount of goods on hand at the close of the period, 
is a relatively large and— from period to period— variable figure. On 
the other hand, where the accounting period employed is the month 
or other comparatively short interval, the financial statements pre- 
pared may be seriously inaccurate unless considerable care is taken 
in distinguishing the amount of current commodities and services 
acquired from the cost of sales or expense. Suppose, for example, that 
a merchant in the month of November is stocking goods in prepara- 
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tion for the holiday season. If in this situation all costs of trans- 
portation, handling, storing, etc. are charged to November revenue 
it is apparent that the operations for the month will not be correctly 
reported. 

Sound accounting in the trading field along the lines suggested 
need not require an elaborate system of charging all storing and 
handling costs incurred, item by item, first to merchandise in the 
storeroom, then to merchandise on the shelves, and, finally, to cost 
of merchandise sold. With respect to direct transportation charges 
there is much to be said for their inclusion in the cost of merchan- 
dise as such. In the case of most of the storing and handling costs, 
however, all that is required is an adjustment at the close of the 
period, based on the most accurate estimates available, which places 
the inventory accounts on the one hand and the cost of sales on the 
other on a sound basis. The direct selling charges, of course, can be 
treated as expenses without reference to the inventories. 

In the trading field the term “cost of sales” is often restricted to the 
cost of merchandise sold, with transportation costs and other direct 
handling charges included in some cases. The term “expense” is 
then applied to all other operating costs. There is no serious objec- 
tion to this usage, except perhaps in the undue emphasis upon the 
“gross profit” figure— the excess of sales over merchandise cost of sales 
—which tends to result. 

In the large trading establishment a more or less elaborate classi- 
fication of revenue accounts by departments or classes of sales may be 
used to advantage. Similarly, the needs of the management often 
require an extensive system of expense accounts. 

Expense and Revenue in Manufacturing. In the typical manufac- 
turing enterprise the process of fabrication is sufficiently long and 
important to require recognition in the accounts. In such an enter- 
prise the values of labor and materials used in production usually 
pass through at least four fairly distinct events or stages: (1) acquisi- 
tion; (2) utilization or conversion; (3) completion; (4) sale. These 
stages are most clearly evidenced in the history of raw materials. Ma- 
terials are purchased and received; materials are requisitioned from 
stores and put in process; materials, in conjunction with other fac- 
tors, are transferred to the stock or shipping room as goods are com- 
pleted; material costs become a part of cost of sales as units of product 
are consigned to customers. 
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The ideal accounting for expense and revenue in this field may be 
made clear through the use of a simple example. Suppose that the 
position of the R Co., ready to begin business, stands as follows: 


Equities 

Gash. ... . . . . $10,000 Accounts Payable .... $ 5,000 

Materials 10,000 Capital Stock ..... 35,000 

Equipment 20,000 


$40,000 $40,000 

The following is a summary of the first year's operations: (1) materials 
purchased on account, $15,000; (2) labor services secured on a credit 
basis, $25,000; (3) all other manufacturing costs incurred, on a cash 
basis, $10,000; (4) estimated value of equipment consumed in pro- 
duction, $1,000; (5) materials requisitioned and placed in operation, 
$20,000; (6) labor services and all other manufacturing costs incurred 
are utilized; (7) finished stock completed has a total cost value of 
$50,000; (8) total cost of all goods sold and delivered, $40,000; (9) 
sales, all for cash, $50,000; (10) payments on account for materials, 
$14,000; (11) payments to employees on account, $24,000; (12) selling 
and shipping expenses incurred (not considered to be assignable to 
manufacturing activities as such), for cash, $5,000. 

Setting up these operating data in skeleton accounts, with original 
balances incorporated, results as shown on this and next page. The 
entries necessary to transfer the figures for sales, factory cost of sales, 
and selling and shipping expense to the operating summary, and to 
close the net income to retained earnings, are indicated by the use of 
letters rather than numbers. 

In the illustration the difference between expenses and revenues, 
$5,000, is treated as net earnings. This assumes that there are no 
other charges to be recognized, and that no dividends to stockhold- 
ers have been declared. The amount of net income under such con- 
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v 

$10,000 

(3) 

$10,000 

(10) 

$14,000 

V 

$ 5,000 

(9) 

50,000 

(10) 

14,000 

V 

6,000 

(1) 

15,000 



(11) 

24,000 


$20,000 


$20,000 



(12) 

V 

5.000 

7.000 



V 

$ 6,000 


$60,000 


$60,000 





V 

$ 7,000 
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MATERIALS ^ CAPITAL STOCK 


V 

$10,000 

(5) $20,000 


V 

$35,000 

(1) 

15,000 

V 5,000 





$25,000 

$25,000 




V 

$ 5,000 


RETAINED EARNINGS ■ 





(d) 

$ 5,000 


EQUIPMENT 

PAYR 

OLLS 


V 

$20,000 

(4) $ 1,000 

(11) $24,000 

(2) 

$25,000 



v 19,000 

V 1,000 




$20,000 

$20,000 

$25,000 


$25,000 

V 

$19,000 



V 

$ 1,000 


LABOR COST 

SALES 


(2) 

$25,000 

(6) $25,000 

(a) $50,000 

(9) 

$50,000 

OTHER MAN 

UFACTURING 





COSTS 

FACTORY COST OF SALES 

(3) 

$10,000 

(6) $10,000 

(8) $40,000 

(b) 

$40,000 




SELLING A^ 

fD SHIPPING 

WORK IN PROCESS 

EXPENSE 


(4) 

$ 1,000 

(7) $50,000 

(12) $ 5,000 

(c) 

$ 5,000 

(5) 

20,000 

■\/ 6,000 



-11,1111111,11.. II 1.1.1, jiyiii.piiL 

(6) 

35,000 






$56,000 

$56,000 




V 

$ 6,000 






FINISHED STOCK 

; - EXPENSE AND ■ REVENUE S ; ^ 


(7) 

$50,000 

(8) $40,000 

V 10,000 

(b) 

(c) 

$40,000 

5,000 

(a) $50,000 


$50,000 

$50,000 

(d) 

5,000 


V 

$10,000 



$50,000 

$50,000 
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ditions constitutes an increase in the stockholders’ equity, but under 
the corporate form of organization such increase is segregated as re- 
lained earnings instead of being treated as a direct adjustment of 
capital stock. 

The independence of the four stages of cost may be emphasized by 
listing the respective amounts involved in this illustration, exclusive 
of selling and shipping costs, as follows: 


1. Costs incurred (including materials and equipment on hand 


at beginning of year) $80,000 

2. Amount utilized in production 56,000 

3. Cost of product completed 50,000 

4. Cost of finished product sold 40,000 


It is not always feasible to account for the various cost factors and 
stages as precisely as is done in this highly artificial case. It requires 
a great deal of clerical effort to trace the course of labor and material 
costs, and ascertaining and allocating the indirect costs such as de- 
preciation and maintenance is a difficult task. Under modern cost 
systems, nevertheless, the effects of internal operation are recognized 
in the accounts and the determination of cost of sales follows the 
general lines indicated here. The procedure outlined, it should be 
added, is based upon the assumption that cost is the proper basis 
for valuation throughout the entire process of production. If inven- 
tories of materials and other factors are based upon values other than 
costs, the resulting net income figure includes the effects of special 
elements of loss or gain. 

Taxes. Taxes are a somewhat anomalous element in business 
finance. Taxes are coerced; their amount is largely outside the con- 
trol of management; they do not follow price trends closely; they can 
hardly be said to measure the value of services received and utilized 
in production. Taxes, therefore, are not strictly congruous with 
ordinary expenses. However, taxes are clearly a deduction from or 
charge against revenues in the process of determining net income. 

In accounting practice property taxes, social security (“payroll”) 
taxes, excise duties, and various other types of levies are ordinarily 
treated as expenses and in some cases are included in the assigned 
cost of production, thus finding their way into inventories of work in 
process and finished goods. On the other hand so-called income or 
profit taxes—in recent years a major charge in many enterprises— are 
commonly viewed as a distinct deduction from periodic revenue, not 
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subject to departmental classification or inclusion in inventoriable 
cost compilations. For the sake of emphasizing the total tax burden 
there is something to be said for the showing of all tax charges—of 
every type—under a separate heading in the income statement. 

Where a tax is so levied that the enterprise is merely acting as the 
agent of the government in making collection the amount of the tax 
money received should be credited directly to government account 
rather than to sales. In general, however, taxes on sales or other 
measure of the volume of business are legally construed as levies on 
the enterprise rather than on the customer. 

In some jurisdictions the period to which an assessment on real 
property applies extends for some months beyond the date of pay- 
ment. In such situations the amount of the prepayment may be 
viewed as an asset—an asset which is absorbed in expense as the 
period covered elapses. An asset also arises where the payment to the 
government results in the acquisition of a stock of stamps or tokens. 
In this type of case the charge to revenue properly occurs in the 
period in which the sale of the stamped article is made. 

Losses. From a strictly technical point of view a loss may be defined 
as any deduction jroyn revenue (or froin retained earnings or capital) 
resulting from the expiration of so7ne asset value for which no com- 
pensatory value is acquired. Thus loss may be contrasted with ex- 
pense. Expense is the cost of revenue; it measures the consumption 
of resources which is made good (at least in part) from the proceeds 
of sales. A loss measures an expiration for which there is no return. 

An embezzlement by a trusted employee— unless recoverable from 
a surety company or otherwise— is an example of a situation which 
gives rise to a loss. Extraordinary damage to buildings, equipment, 
and other assets as a result of storms, fires, accident, etc., and not fully 
covered by insurance, represents loss. Shrinkage in the market value 
of securities, and decline in value of inventories either as a result of 
damage and like factors or of falling prices, may be said to constitute 
losses, although in the absence of realization by sale such losses are 
not always given explicit recognition in the accounts. 

A word of caution is needed. The operation of a business inevit 
ably carries with it serious risks; the process of production as such in 
more or less inextricably bound up with the stream of business 
hazards. It follows that in most cases no complete and precise isola-. 
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tion of loss elements—as distinct from ordinary operating charges— 
can be worked out in the accounts. The nature of a loss, in prin- 
ciple, is quite clear, but it is by no means always easy, in practice, to 
distinguish between loss and expense. What, then, constitutes sound 
accounting policy? Where it is feasible to do so true losses should be 
segregated and excluded from operating charges; where there is any 
doubt it is advisable to treat the questionable item as an expense, 
appropriately labeled. In no case should losses be “covered up,'’ 
either through combination with other elements or through com- 
plete exclusion from the income report. The most practicable pro- 
cedure, as a rule, is to show specific losses first in special accounts and 
to close these accounts to the operating summary, expense and rev- 
enue, at the end of the period. Where a loss is of major amount, and 
is clearly applicable to preceding accounting periods, deduction di- 
rectly from retained earnings is not objectionable provided there is 
full disclosure in the income statement. 

Where all charges for the particular period, including specific 
losses, exceed the total of revenues for the period a net loss emerges. 
Such a loss falls first upon the residual interest, the equity of the 
stockholders or proprietors. 


Special Revenues. Many enterprises realize special or incidental 
incomes, regularly or irregularly, in addition to the main stream of 
revenue represented by the sale of product. Common examples are 
rent, royalties, and interest or dividends accruing on investments. 
Likewise revenue may arise through the sale of investments or other 
assets. Supplementary revenue accounts are needed to record all such 
items. For example, on January 1, 1949, the accounts of the M Co. 
show notes receivable in the principal amount of $50,000 and interest 
accrued thereon of $1,000. During 1949 interest is received on these 
notes in the amount of $1,500 on March 1 and $1,500 on September 
1, and on December 31 the interest accrued receivable is again $1,000. 
In this situation interest receivable and interest revenue are recorded 
in skeleton account form as follows: 


INTEREST ACCRUED 
RECEIVABLE 


INTEREST REVENUE 


v 

1,000 

ftK V:-0)^''5;1.OOO i; . : 

(1) 

$ 500 

(3) 

1,000 

(2) 

1,500 



(3) 

1,000 
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Under this procedure the interest collected on March 1 is credited 
to interest receivable to the extent of the amount previously accrued 
in this account and the balance is credited to interest revenue. The 
amount collected on September 1, which is entirely earned in 1949, is 
credited in full to revenue. (The debit in each case, of course, is to 
cash.) At the end of the year the amount accrued at that date is 
debited to interest receivable and credited to interest revenue. The 
total interest revenue earned during the year, $3,000, is shown by 
the special revenue account. This procedure is convenient and 
yields accurate results provided the amount accrued at the end of the 
period is correctly computed and recorded. Under a more complete 
treatment all interest receivable is regularly accrued as an asset (this 
is done daily by some financial institutions), with corresponding 
credits to revenue, and ail interest receipts are recorded in full as col- 
lections of receivables. 

In some cases certain expenses and taxes may be specifically avS- 
signable to the supplementary revenues and even where no assign- 
ment of charges is feasible it may generally be assumed that an inde- 
terminate portion of the total is applicable to such revenues. 

Where revenue arises through the sale of a particular asset (other 
than product) it is common practice to credit revenue with only the 
excess of the proceeds over the cost (or other book value) of the asset 
sold. For example, the M Co. sells a piece of land that cost $6,000— 
and is carried in the accounts at that amount— for $10,000, cash. 
Ignoring the matter of brokerage or other charges which may be as- 
sociated with the sale, this transaction would be recorded by a debit 
to cash of $10,000, a credit to land account of $6,000, and a credit to 
a special revenue account of $4,000. 

Interest Charges. The location of interest charges on borrowed 
capital in the system of accounts and in the income report is a some- 
what controversial question. From the standpoint of the proprietary 
equity interest is a deduction closely analogous to operating expense. 
From the point of view of the enterprise as an operating entity, on 
the other hand, it is more reasonable to treat interest charges as a 
contractual distribution of net income. 

In the unincorporated field, and especially in those cases in which 
a large part of all funds involved is contributed by the proprietors, 
it is quite reasonable to couch the conception of net income pri- 
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rnarily in terms of the proprietary equity. If the claims of the credi- 
tors are relatively small in amount it is evident that accruals of 
income in their favor will not be large, and that such accruals may, 
without serious distortion, be treated as deductions from revenue 
congruous with expense charges. Further, the liabilities in the sin- 
gle-proprietorship or partnership are usually current in nature and 
do not represent long-term commitments of capital to the enterprise. 
There is the additional point that from the legal angle the equities 
of creditors in the unincorporated business are construed as the debts 
of the owners, rather than as investments in the enterprise as an 
entity. 

In the case of the corporation, on the other hand, and particularly 
in those companies with a complex capital structure, net income 
should be defined from the standpoint of all contributors of capital 
as a group— including noteholders and bondholders as well as all 
classes of stockholders. In other words, operating expense should be 
restricted to the expired values of goods and services acquired by the 
enterprise with the joint funds, however obtained, and all distribu- 
tions to those furnishing capital, whether labeled as interest or divi- 
dends, should be treated as appropriations of net income (assuming 
that income is available in sufficient amount to cover such appropria- 
tions). This conception of income is required for the typical cor- 
poration if the managerial point of view is to receive proper emphasis. 
Fhe management naturally looks upon the business enterprise under 
its control as an operating and financial unit, regardless of the 
sources of capital employed, and from this standpoint it is hardly 
reasonable to treat interest on bonds or any other contractual or pre- 
ferred income charge as an expense similar to the cost of labor and 
materials. To the manager the amount of operating expense does 
not vary with the type of capitalization employed. Especially is it 
important to avoid including bond interest or similar charges in 
expense in comparing the operating records of companies having 
different capital structures or in comparing the records of various 
periods for a single company whose capitalization has been under- 
going important changes with respect to the relative amounts of 
i)orrowed and proprietary capital. 

The importance of the managerial aspect of present-day business 
operation, coupled with the fact that the large corporation is the 
dominant form of enterprise, justify the adoption of the view that 
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interest charges accruing on notes, bonds, and other forms of con- 
tractual equities are a deduction from net income rather than an 
expense. Such a treatment of interest charges is particularly satis- 
factory in that it avoids the objections to the alternative procedure 
and at the same time permits the calculation of the net earnings (or 
loss) accruing to the stockholders or proprietors and the presentation 
of such net figure with any degree of emphasis desired. 

Interest Charges Illustrated. On January 1, 1949, the M Co. has 
outstanding mortgage bonds in the face amount of |100,000. In- 
terest at the rate of 4% per annum is payable April 1 and October 1. 
Assuming that the interest charge is accrued in full just before each 
payment, as well as at the end of the year, the entries recording the 
amount accrued on January 1 and the accruals and payments during 
the year would be as follows: 


INTEREST CHARGES INTEREST ACCRUED PAYABLE 


(1) 

$1,000 

(2) 

$2,000 

V 

$1,000 

(3) 

(5) 

2,000 

1,000 

(4) 

2,000 

I 

1,000 

2,000 

1,000 


Entries numbered (1), (3), and (5) represent the recording of the ac- 
crued interest on March 31 , September 30, and December 3 1 . Entries 
(2) and (4) represent the charges to the liability account on April 1 
and October 1 and are of course matched by credits to cash. 

Dividends. The term dividends is usually restricted to the amounts 
appropriated and paid to corporate stockholders out of earnings. 
Dividends must accordingly be charged to net income or retained 
earnings rather than to revenue. The usual procedure is to set up a 
liability account for the amount of the dividend as appropriated by 
the board of directors, the concurrent debit being either to retained 
earnings or to current income (or, first, to a special dividend account). 
Later, when the checks are issued, the liability account is charged 
and the cash account is credited. Where there are two or more types 
of stock outstanding, each with its own special income rights, sep- 
arate dividends accounts are required for each issue. In addition it 
is necessary to maintain subsidiary records showing the status of each 
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Stockholder with respect to the appropriation and payment of divi- 
dends. 

Many corporations treat dividends as appropriated from total re- 
tained earnings account rather than from current income. In the 
case of regular dividends, however, showing the amount as a charge 
to current earnings for the period in the income report is desirable 
in that it focuses attention upon the relation of such earnings to the 
dividend program. 

The apportionment and withdrawal of the distributive shares of 
partnership earnings should likewise be recorded in special accounts, 
one for each partner. 

Income Summary. Particularly in corporate accounting a summariz- 
ing account is desirable to which is closed the amount of net income 
(or loss) and to which is charged the distributions of income in the 
form of interest and dividends. In special cases specific losses, which 
have no relation to operation in the usual sense, may be charged to 
this account. 

To illustrate the use of this account, assume that the expense and 
revenue account of the M Co. shows an excess of credits over debits, 
after all charges including taxes and ordinary losses have been in- 
cluded, of $50,000. Assume, further, that the account with interest 
charges shows debits of $4,000 and the account with dividend charges 
shows a debit total of $6,000. In this situation expense and revenue 
would be closed by a debit to that account and a credit to income 
account of $50,000, and the interest and dividend accounts would be 
credited with $4,000 and $6,000 respectively, and the same amounts 
would be debited to income. The income summary would then be 
closed by a debit of $40,000 and a corresponding credit to retained 
earnings. 

Retained Earnings. This element of the stock equity— often labeled 
'‘earned surplus*’ in corporate accounting— represents the amount of 
income to stockholders accumulated for use in the business. Al- 
though legally available for dividend appropriations it usually has 
the significance of additional capital employed— capital arising from 
foregone dividends rather than actual investment. In the unincor- 
porated field proprietary earnings usually are drawn, are added di- 
rectly to the capital account or accounts, or are carried in one or 
more current proprietary accounts- 
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Technically the amount of retained earnings is a credit, a positive 
equity element, and any account in which all or a part of such earn- 
ings is recorded must accordingly be viewed as an equity account. 
This requires emphasis in view of the common tendency to confuse 
retained earnings with particular asset values, notably cash. Like 
other equities, retained income does not indicate individual re- 
sources, but expresses, from the standpoint of ownership, a cross sec- 
tion of the total of the assets. 

The opposite of retained earnings, deficit^ may be recorded in a 
special account. Such an account represents the amount by which 
capital equities have been diminished as a result of net losses. 

Retained earnings are frequently appropriated or segregated 
under special titles such as “reserve for additions and betterments,” 
and “reserve for contingencies.” All such accounts are merely sec- 
tions of earnings which have been “earmarked” to indicate particular 
policies and intentions on the part of the board of directors, or to 
fulfill the provisions of some contract which requires the accumula- 
tion of earnings. In each case the amount involved is a credit bal- 
ance, a part of the proprietary equity. 

In banking the “surplus” account^ is employed to show that por- 
tion of accumulated earnings which has been definitely and perma- 
nently committed to the enterprise (as well as capital in excess of par 
value of stock issued), and “undivided profits” is the caption used to 
show the unappropriated portion of retained income. 

Income Statement. The income statement is a systematic arrange- 
ment of the data of revenues, expenses and other revenue deduc- 
tions, net income, income deductions and distributions, and the 
balance added to retained earnings. 

For illustrative purposes assume that the income-statement data of 
the M Co. for the calendar year 1949 are as follows: (1) sales of fin- 
ished product (delivered to customers), $300,000; (2) interest earned 
on government bonds owned, $1,000; (3) dividends earned on cor- 
porate stocks owned, $2,000; (4) manufacturing cost of sales, $200,- 
000; (5) general administration expense, $30,000; (6) selling and de- 
livery expense, $25,000; (7) loss on sale of securities, $5,000; (8) es- 
timated income taxes for 1949, $20,000; (9) interest accrued on notes 
and bonds, $5,000; (10) dividends declared on outstanding capital 
stock, $10,000; (11) additional income tax assessment applicable to 
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year 1946, $5,000; (12) retained earnings balance January 1, 1949, 
$50,000, Following is an arrangement of these data in statement 
form: 

M COMPAJfY 


Income Statement 
Year Ended December 31, 1949 

Revenue: 

Sales of Completed Product $300,000 

Interest and Dividends Earned 3,000 $303,000 

Revenue Deductions: 

Expenses: 

Manufacturing Cost of Sales . . . . $200,000 

General Administration Expense . . . 30,000 

Selling and Delivery Expense . , . . 25,000 $255,000 

Losses: 

Loss on Sale of Securities ........ 5,000 

Taxes for 1949 (estimated), . . . . ... . 20,000 280,000 

Net Income . . . . . , . . . . . . .... $23,000 

Interest Accrued on Notes and Bonds ........ 5,000 

Earnings of Stockholders . . . . . . . . . . . . $ 18,000 

Dividends Declared in 1949 . . . 10,000 

Earnings Retained in Business $ 8,000 

Retained Earnings, January 1, 1949 $ 50,000 

Income Taxes for Prior Years (additional assessment for 

1946) 5,000 45,000 

Retained Earnings, December 31, 1949 (see position statement) . . $ 53,000 


The income statement can be shown in more detail than indicated 
above, particularly with respect to revenues and expenses. However, 
it is not advisable, in the general income statement covering all opera- 
tions for the year, to attempt to exhibit detailed classifications of 
revenue or expense or departmental operating balances; if the reader 
is to get a clear picture of the main factors involved the data should 
be presented in reasonably condensed form. Where greater detail 
is desired by operating officials or other interested parties use should 
be made of supplementary schedules and compilations. 

In the statement shown above expenses are presented in broad 
functional divisions and there is no segregation of charges in terms 
of original descriptions such as materials, labor, and depreciation. 
For some purposes, no doubt, a more illuminating statement is one 
which emphasizes classification by objects of expenditure. For ex- 
ample, assume that the revenue deductions shown in the above state- 
ment may be broken down as follows: 
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Materials and Supplies .......... $100,000 

Wages and Salaries 125,000 

Utility Services, Insurance, and Other Services Furnished 

by Outsiders . 10,000 

Depreciation of Buildings and Equipment 10,000 

Loss on Sales of Securities 5,000 

Property, Social Security, and Miscellaneous Taxes . . 10,000 

Income Taxes 20,000 


$280,000 

This classification might be substituted for the other, or presented as 
a supplementary schedule. It is noticeable that a considerable num- 
ber of corporations find it desirable to emphasize classification in 
hind, as opposed to functional and departmental groupings, in their 
published reports. 

In recent years increasing stress has been laid upon the measure- 
ment of periodic income as the primary objective of accounting, and 
that has resulted in increasing attention being given to the income 
statement in financial reporting. It is now generally agreed that this 
statement is at least on a level with the statement of financial posi- 
tion in practical importance. 

Illustrative Problem. A comprehensive problem is given at this 
point for the purpose of emphasizing the discussion of income-state- 
ment accounts in this and the preceding chapter. 


Data 

The Dill Lumber Go. begins business as of January 1, 1949, with the following 
status: 


Equities 

Cash $ 500 Cal Sawmills, Inc . . . . $ 5,000 

Exchange Bank 10,000 Notes Payable , . . . . 15,000 

Merchandise 20,000 Capital Stock . . . . . 40,000 

Insurance Prepaid .... 500 

Land 10,000 

Buildings . , . . . . 15,000 

Equipment 4,000 


$60,000 $60,000 


The following tabulation summarizes the transactions and operations for the 
year 1949: 

(1) Purchases of lumber from Cal Sawmills, Inc., on account, $60,000. 

(2) Transportation charges on purchases, paid by check, $2,500. 

(3) Sales of lumber to various customers, on account, $65,000* 

(4) Sales of millwork to various customers, on account, $10,000. 

(5) Collections from customers, cash, $72,000. 

(6) Amount of cash received from customers deposited in bank, $71,500. 

(7) Payments to Cal Sawmills, Inc:, by check, $65,000. 
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(8) Cost of lumber taken from stock in making up millwork, $5,000. 

(9) Supplies purchased for cash, $1,000, distributed as follows: office, $400; 
mill, $300; delivery, $300. 

(10) Cost of labor services acquired on account, $10,000, as follows: yard, $3,000; 
mill, $2,000; office, $2,000; delivery, $3,000. 

(11) Equipment purchased (on July 1), by check, $3,000. 

(12) Payments to employees, by check, $9,500. 

(13) Interest paid, by check, $450; all of the notes carry an annual rate of 6%. 

(14) Advertising for year, paid by check, $500. 

(15) Checks cashed to replenish cash in office, $850. 

(16) Miscellaneous charges paid in cash, $350, are applicable as follows: yard, 
$50; mill, $100; office, $100; delivery, $100. 

(17) Depreciation of buildings for year totals $750, chargeable as follows: yard, 
$450; mill, $150; office, $150. 

(18) Depreciation of equipment, at rate of 10% of cost per annum, is chargeable 
as follows: mill, 40%; office, 20% delivery, 40%. 

(19) Additional stock issued for cash, $10,000. 

(20) Proceeds of issue of stock are deposited. 

(21) Taxes, paid by check, $1,500. 

(22) Insurance premiums, paid by check, $500, 

(23) Insurance expired for year, $600, is applicable 40% to yard, 25% to mill, 
10% to office, and 25% to delivery. 

(24) Cost of lumber on hand, December 31, 1949, $23,500. 

(25) Cost of millwork on hand and still in process, December 31, 1949, $500. 

(26) Office supplies on hand, December 31, 1949, $100. 

(27) All costs of operating yard, mill, office, and delivery activities are assignable 
to the year’s revenues except to the extent of millwork on hand and office 
supplies, as indicated above. 


Directions 

(a) Open skeleton accounts and record the foregoing data; include all entries 
necessary to summarize and reduce the income-statement data to their lowest terms. 
Use in addition to the account titles given in the statement above, only the following: 
Accounts Receivable; Lumber Sales; Mill Sales; Mill Costs; Office Costs; Selling 
and Delivery Costs; Yard Costs; Payroll; Interest Charges; Interest Accrued 
Payable; Taxes; Lumber Cost of Lumber Sales; Mill Cost of Mill Sales; Expense 
and Revenue; Income; Retained Earnings. 

(b) Prepare an income statement for the year. 


Solution 

Dill Lumber Company 
Skeleton Accounts for Year 1949 


CASH 


V 

$ 500 

(6) 

$71,500 

(5) 

72,000 

(9) 

1,000 

(15) 

850 

(16) 

350 

(19) 

10,000 

(20) 

10,000 


V 

500 


$83,350 


$83,350 

V 

$ 500 



EQUIPMENT 


V $ 4,000 

(18) 550 

(11) 3,000 

V 6,450 

$ 7,000 

$ 7,000 

vs 6,450 


GAL SAWMILLS, INC. 

'Q 

O' 

P' 

o 

o 

1 V $ 5,000 
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EXCHANGE BANK NOTES PAYABLE 


V 

$10,000 

(2) 

$ 2,500 


V 

$15,000 

(6) 

71,500 

(7) 

65,000 




(20) 

10,000 

(11) 

3,000 






(12) 

9,500 






(13) 

450 

500 

CAPITAL STOCK 

■ 



(15) 

850 

V $50,000 

V 

$40,000 ■ 



(21) 

1,500 


(19) 

10,000 



(22) 

500 

$50,000 


$50,000 ; 



V 

7,700 



$5d,OO0 1 


$91,500 


$91,500 


V ■ 

S 7,700 





!, 


MERCHANDISE 


ACCOUNTS RECEIVABLE 

V 

120,000 

(8) 

$ 5,000 

(3) $65,000 

(5) 

$72,000 

(1) 

60,000 

(24) 

54,000 

(4) 10,000 


3,000 

(2) 

2,500 

v 

23,500 

$75,000 


$75,000 


S82,500 


$82,500 

V $ 3,000 



V 

$23,500 






INSURANCE PREPAID 

LUMBER SALES 

1 

V 

$ 500 

(23) 

$ 600 

(a) $65,000 

(3) 

$65,000 

(22) 

500 

V 

400 





$ 1,000 


$ 1,000 



1 


$ 40U 



MILL SALES 


> 




(b) $10,000 

(4)^ 

$10,000 


LAND 


MILL 

COSTS 


V 

$10,000 

1 


(8) $ 5,000 

(25) 

$ 7,420 



1 


(9) 300 

V 

500 





(10) 2,000 




BUILDINGS 


(16) 100 







(17) 150 



V 

$15,000 

(17) 

$ 750 

(18) 220 





v 

14,250 

(23) 150 




$15,000 


$15,000 

$ 7,920 


$ 7,920 

V 

$14,250 



V $ 500 




OFFICE COSTS 


INTEREST ACCRUED PAYABLE 


(9) $ 400 

(10) 2,000 

(16) 100 

(17) 150 

(18) 110 ^ 

(23) 60 

(26) $ 2,720 (13) $ 450 

V 100 v 450 

(13) $ 900 

$ 900 

$ 900 1 

V $ 450 ! 

; : " : ' • a 

$ 2,820 

^ ; ^ $ 2,820 7. - ■ "TAXES ^77 

V I 100 


(21) $ 1,500 

7 7:(e): 





INCOME-STATEMENT ACCOUNTS 1 1 1 


SELLING AND DELIVERY COSTS 

LUMBER COST OF 
LUMBER SALES 


(9) 

$ 300 

(27) $ 4,270 

(24) ^ 

$54,000 

(c) ^ 

$54,000 

(10) 

3,000 






(14) 

500 






(16) 

100 






(18) 

(23) 

220 

150 


MILL COST OF MILL SALES 


$ 4,270 

$ 4,270 

(25) 

$ 7,420 1 

(d) 

$ 7,420 


YARD 

COSTS 

EXPENSE AN 

iD REVENUE 

(10) 

$ 3,000 

(27) $ 3,740 

(26) 

$ 2,720 

(a) 

$65,000 

(16) 

50 


(27) 

4,270 

(b) 

10,000 

(17) 

450 


(27) 

3,740 



(23) 

240 


(c) 

54,000 




$ 3,740 

$ 3,740 

(d) 

7,420 






(e) 

1,500 






(f) 

1,350 







$75,000 

1 $75,000 


PAYROLL 



i 






INCOME 


(12) 

$ 9,500 

(10) $10,000 





V 

500 


(g) 

$ 900 

(f) 

$ 1,350 


$10,000 

$10,000 

(h) 

450 





V $ 500 


$ 1,350 


$ 1,350 

INTEREST CHARGES 

RETAINED EARNINGS 

(13) 

$ 900 

(k) $ 900 

(b) 

$ 450 


Dill Lumber Company 
Income Statement 
Year Ended December 31, 1949 


Sales of Lumber (1) ............ $65,000 

Sales of Millwork (2) 10,000 $75,000 


Expenses and Taxes: 

Lumber Cost of Lumber Sales (1) . ... . . . $54,000 

Mill Cost of Mill Sales (2) . . . . . . , , , 7,420 

Yard Costs . . . 3,740 

Office Costs 2,720 

Delivery Costs 4,270 

Taxes 1,500 73,650 


Net Income . . . . ,$'1,350, 

Interest Charges 900 


Earnings of Stockholders $ 450 
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( 1 ) 

Sales of Lumber $65,000 100% 

Lumber Cost of Lumber Sales ...... 54,000 83% 

Department Margin $11,000 17% 

( 2 ) 

Sales of Miliwork $10,000 100% 

Mill Cost of MiU Sales 7,420 74%, 

Department Margin $ 2,580 26% 


An alternative classification of charges for income-statement purposes, useful to 
stockholders and others who may not be particularly interested in functional group- 
ings, is as follows: 


Expenses and Taxes: 

Materials and Supplies $59,900 

Employees* Services 10,000 

Other Services (advertising, insurance, miscellaneous) . 1,450 

Use of Buildings and Equipment (depreciation) . . . 1,300 $72,650 

Less Cost of Miliwork on Hand ........ 500 

$72,150 

Taxes . . . . . . 1,500 


$73,650 

Such arrangement is sometimes referred to as classification *‘in kind” or by “natural*’ 
divisions. By breaking down the inventory of miliwork it would be possible to 
dispose of this balance by reducing each of the cost groupings appropriately. It 
should be noted that if there were an inventory of miliwork at the beginning of the 
period the amount to be subtracted from (or added to) costs incurred would be the 
increase (or decrease) in such inventory. 

Comments 

This exercise involves classification of charges in terms of phases of operating 
activity and some segregation of costs applicable to the two classes of sales. The 
scheme of accounts used requires assignment of the cost of supplies upon acquisition; 
it would be a possible procedure (better, in some situations) to charge a general 
supplies account and distribute the cost as supplies are utilized. The inventory of 
supplies is allowed to stand under “Office Costs.** Since no special account therefor 
is included in the scheme depreciation charges are distributed as accrued. 

The assumption that all costs of operating yard, mill, office, and delivery activities 
are assignable in total to current revenues is subject to objection to the extent that 
any of these costs have a reasonable relationship to lumber still on hand. 

In the solution given the total amount of interest on notes for the year is passed 
through the interest liability account. In view of the data it would be equally 
proper to credit the bank account directly for the portion paid, restricting the liabil- 
ity recognized to the amount accrued and unpaid. In the case of advertising and 
taxes the alternative treatment is followed; that is, the f'harges are made on a cash 
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basis, with no recognition of liability incurred and paid. It should be remembered 
that the entries given in most cases represent a summary of specific charges and 
credits made throughout the year. 

‘‘Mill Costs’’ is a type of work-in-process account and it is appropriate to retain 
the inventory of unfinished work under this head. 

The supplementary schedules attached to the income statement are designed to 
disclose, for what they may be worth to the management, the balances from the two 
classes of sales after deduction of the definitely assigned charges. These balances or 
“margins” represent the amounts contributed by the two classes of sales to cover the 
unassigned costs, taxes, interest, and earnings. It is to be noted in the case of mill 
sales that supplies, labor costs, depreciation, insurance, and “miscellaneous charges,” 
as well as lumber cost, are included in “Mill Cost of Mill Sales,” whereas in the case 
of lumber sales only the lumber cost, with transportation added, is deducted. This 
illustrates the danger of misinterpretation of intermediate departmental balances, 
however carefully compiled. The two margins, and their corresponding percent- 
ages, are not directly comparable. The “contribution” of lumber sales, $11,000, 
is subject to a major portion of yard, office, selling and delivery charges, taxes, and 
interest. In the case of mill sales, on the other hand, there is a 26% margin, after 
the inclusion, apparently, of a major portion of all applicable costs other than taxes. 
In other words the mill department, for the year covered, seems to be much more 
“profitable” than the retail lumber department. The business as a whole, it may 
be added, has not done well for the year, as the amount earned on the stock equity 
is only a little over 1 % of the amount of this equity as it stood at the beginning of 
the year. 


Questions 

1 . Contrast expense and cost incurred. Illustrate the overlapping of expense 
and current cost accounts. 

2. With an illustration contrast expense and converted or utilized cost. Expense 
and expenditure. 

3. How must such costs as transportation and storing be handled in the trading 
field if proper monthly statements of operations are to be prepared? 

, 4. What arc the four stages of cost in manufacturing? Illustrate. 

5. Why are tax charges an anomalous element in the accounting structure? 

6. Define and illustrate loss. What is the distinction between a loss and an 
expense charge? Show that the distinction is not always easily drawn. 

7. Give examples of “special” revenues. 

8. What are the two alternative treatments of interest charges? Which is in 
general to be preferred, and why? 

9. How are dividend appropriations and payments recorded? 

10. Explain the use of an income summary account. 

1 1 . Define retained earnings. Define deficit* 

12. From whose point of view should net income be defined in the case of the 
single-proprietorship or partnership? The corporation whose funds are largely 
secured through the issue of a single type of stock? The public-utility company in 
whose capital structure are one or more classes of preference stocks and several types 
of bonds? 
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13. What is the income statement and what is its purpose? Why is it desirable 
that adjustments of retained earnings be treated as a part of the general income re- 
port? What bearing do the questions asked under 12, above, have upon the arrange- 
ment of the income statement? 
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Underlying Documents. In preceding pages the accounting process 
has been outlined in terms of skeleton accounts and fundamental 
reports. The next step is an examination of the general features of 
the technical procedure actually employed in recording business 
transactions, with special reference to the '‘books’' which serve as 
the backbone for such procedure. In this connection brief consid- 
eration should first be given to the underlying forms and documents 
which constitute the bookkeeper’s raw material. 

The use of original records or papers grows out of the complex 
nature of business transactions and the need for control and verifica- 
tion. Many transactions require considerable time for completion, 
involve numerous details, and give rise to important credit relation- 
ships. The typical purchase, for example, comprises the processes 
of ordering, receiving, auditing, and paying, and covers a period of 
from several days to a month or even more. The adequate descrip- 
tion of such a transaction includes an itemized statement of goods in 
terms of kind, quantity, and price, the names of all parties involved, 
the terms of settlement, all significant dates, and many minor details 
such as method of shipment, lot and car numbers, order and invoice 
numbers, etc. Under these circumstances a bare summary of finan- 
cial elements in dollars and cents, such as is afforded by the accounts 
proper, is insufficient. To insure systematic procedure and sound 
administrative control, together with the observance of all essential 
conditions, appropriate forms and records must be prepared and 
used at various stages of ail such transactions. 

The underlying documents comprise a great variety of forms, 
sheets, statements, memoranda, and reports. The term “voucher” is 
sometimes employed as a general designation for the supporting 
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papers (although this expression is also used in a more narrow and 
specific sense). Familiar and important examples are purchase and 
sale orders, purchase and sale invoices, receipt tickets, deposit slips, 
material requisitions, time tickets, repair authorizations, bills or 
statements o£ account, and checks. Mention should also be made of 
the correspondence with customers, creditors, and others with whom 
the enterprise maintains relations, and the interdepartmental written 
communications and instructions. While such papers as letters, tele- 
grams, and internal notices are seldom the immediate source of the 
accountant's entries they represent a part of the record of operations 
and may be an important factor in establishing the validity of the 
entries. In addition there are numerous legal documents of a highly 
formal nature which furnish important data. Purchase and sale 
contracts, agreements with respect to leaseholds, insurance policies, 
assignments of interest, articles of incorporation, deeds, mortgages, 
promissory notes, bonds, and stock certificates are examples. 

In view of their importance as the fundamental source of informa- 
tion, and as an element in the mechanism of office procedure, good 
administration requires the careful handling and filing of the under- 
lying business papers in accordance with a definite system which has 
been prescribed by those in charge. Further, it is essential that such 
papers be preserved for a reasonable time after the period of their 
immediate use has passed. The original documents are in general 
the most authentic and reliable records available, and hence they 
must be accessible for reference in the event of misunderstandings 
and legal controversies. 

The underlying vouchers, although of great importance, are not 
a part of the accounting records in the strict sense, and no set of 
vouchers, however complete and well-arranged, can constitute a sat- 
isfactory substitute for a system of accounts. It is true that in 
modern practice the preliminary accounting analysis is sometimes 
made in connection with the preparation of the original paper, and 
is indicated on the face of the document, but in general it is not at all 
feasible to bring about the essential classifications and arrangements 
without the aid of further technical devices. 

Essentials of Recording Process. There are two essential phases of 
the work of recording business transactions in accounting terms. 
The first of these consists of the analysis of the original data of the 
transaction into the component debit and credit entries. This in- 
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volves, implicitly, the following: (1) ascertaining the particular ac- 
counts which are affected (and the selection of appropriate titles 
where this has not already been done); (2) determining the amount 
of quantitative change with respect to each account affected; (3) rec- 
ognizing the columnar (debit and credit) distribution of entries. 
The second phase consists of recording the results of the preceding 
work in technical form. That is, the debit and credit entries, once 
these have been ascertained, must be assembled and listed in com- 
pact form in the left and right-debit and credit— columns of the 
proper accounts. The first part of the process is primarily analytical; 
the second is largely a clerical task. 

In bookkeeping procedure the actual recording is commonly 
broken up into two main operations corresponding to the two prin- 
cipal types of technical forms or books employed. The first of these 
is known as “journalizing” and consists of the recording of debit 
and credit entries in journal form; the second is usually referred to 
as “posting” and consists of the process of transferring entries from 
the intermediate record to the ledger or book of accounts. The use 
of two steps and two technical forms in this connection is entirely a 
matter of expediency and convenience, and there is some tendency 
in modern practice, with respect to certain types of transactions and 
accounts, to combine the two into a single operation and a single 
type of record. For the time being, however, the independence of 
the two stages of the process of recording will be recognized and the 
principal books required will be discussed in terms of such stages. 

Journal Records. The journal, one of the main technical devices of 
bookkeeping, may be defined as the form or book {or forms or books) 
in which the classification of the data of transactions into debit and 
credit entries is first formally exhibited in columnar array. It may 
be in either bound or loose-leaf form, and is subject to marked varia- 
tion with respect to technical details. As ordinarily used this book 
may be said to have two functions: (1) it presents, in terms of a 
chronological sequence of transactions, the debit and credit entries; 
(2) it furnishes brief details in connection with each transaction. 
The importance of the second function is diminishing, due to the 
use of files of underlying documents to take care of details. Under 
the conditions of modern practice the journal records have become 
highly statistical and impersonal as compared with the correspond- 
ing books of an earlier period. The source of the entries in the 
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jouniai, as already suggested, are memoranda sheets and other forms 
of underlying documents. 

The simple or primitive journal is a bound or loose-leaf volume 
of numbered pages, each with two money columns. The essentials 
of the journal page are indicated by the illustration below. 

Even in the case of the simple, two-column journal minor dif- 
ferences in form are possible. The space for account titles and ex- 
planations, for example, may be divided vertically into two com- 
partments, one of which is used for titles and the other for supporting 
details. In any case the following elements are required: (1) date 
space; (2) space for account titles; (S) provision for details or refer- 
ences; (4) ledger-folio column; (5) debit and credit columns for 
money amounts. The form shown here is a standard type of journal 
sheet and one which is satisfactory for the simple journal. 
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numbers in the example indicates that the process o£ posting has 
already been accomplished for the entries shown. In all journal 
forms it is important that provision be made for the insertion of 
ledger folios (or account numbers), as this facilitates comparison of 
journal records and accounts when the need arises. The dates ap- 
pearing in the journal should be the dates on which the transactions 
occurred or reached a recognizable status. 

Journalizing. Strictly defined, journalizing is the technical act of 
recording transactions in the journal, on the basis of information 
drawn from the underlying documents. Reference to the above 
example will serve to make clear the nature of this operation, as far 
as the ordinary two-column journal is concerned. As indicated, all 
debit entries are listed in the left of the two money columns, and 
all credit entries are recorded in the right column. The name of 
each account is given an entire line under “Accounts and Explana- 
tions.“ By this means the account titles are made to stand out from 
the details or explanations, a desirable feature in connection with 
the process of transferring the entries to the ledger. The account to 
be debited is given first in each case, and the name of each account 
to be credited is indented to the right— a useful device in emphasiz- 
ing the distinction between debit and credit items. Where two or 
more debit titles or two or more credit titles are involved in a single 
transaction this scheme should still be followed; that is, all accounts 
to be debited should first be named (each on a separate line), and 
the titles of all accounts to be credited, which follow, should be 
appropriately indented. 

Broadly defined the process of journalizing covers more than the 
technical operation; it includes the underlying interpretation of the 
transaction, the analytical phase of the work of bookkeeping. This 
conception of journalizing is useful in the study of accounting, and 
it is not invalidated in any serious way by the fact that in practice 
the person who makes the actual record is not always the person who 
is responsible for the fundamental analysis. Journal entries thus 
become a very important tool in developing and testing one's grasp 
of the double-entry system in its basic aspects, aside from their sig- 
nificance in bookkeeping technique. In this connection attention 
should be called to the use of the “skeleton" journal entry in dealing 
with certain types of problems and exercises. The essential features 
of the skeleton entry are: (1) the account titles; (2) the amounts; 
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(3) the spatial arrangement by means of which debits and credits are 
distinguished. Dates and other details are of less importance in 
classroom work than in the business office and should be attached 
or not as the conditions of the student's work dictate. The follow- 
ing is an illustration: 

(Date) 


Merchandise $480 

International Radio Co $480 


(Explanation) 

In reading such entries it is advisable to follow a standard form of 
expression. The foregoing entry, for example, may be read as fol- 
lows: ''Debit Merchandise, $480; credit International Radio Co., 
1480 /' 

Selection of Account Titles. An important feature of the work 
involved in journalizing, in the broad sense, is the selection of ac- 
count titles. Where a complete chart or classification of account 
titles has already been worked out and prescribed for the use of the 
bookkeeper, the process of selection usually consists simply of pick- 
ing out the appropriate titles from the available list. With respect 
to most transactions this is not as a rule a very difficult task. Where, 
however, a large number of cost and expense accounts are employed, 
full instructions must be issued and carefully followed if improper 
classification of charges is to be avoided. Further, in dealing with 
unusual and complex transactions affecting inactive accounts it is 
advisable that specific instructions as to treatment be issued to the 
^ clerks who are making the entries. 

‘ Where no complete scheme of accounts is available, or where a 
transaction requires the use of accounts not previously provided for, 
special care in the selection of titles is needed. In general it is ad- 
visable to make account titles fully descriptive of the type of data 
covered; vague and unduly abbreviated captions should be avoided. 
At the same time judgment must be exercised to avoid the introduc- 
tion of additional accounts that are not needed in view of the main 
outlines of the system and the requirements of the management for 
information. Some schemes of accounts in practice exhibit too 
great elaboration, if not actual duplication, in one direction and 
unreasonable condensation in another. 

To illustrate the problem of title selection reference may be had 
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to the case of the assets which may be loosely designated by the term 
'‘equipment/' Although such a broad caption may be adequate in 
dealing with a simple hypothetical example it would often be un- 
satisfactory in actual practice. More satisfactory titles are “store 
equipment/' “delivery equipment/' “office equipment/' etc. Such 
titles are still broad, but give some concrete indication of the class 
of assets covered. Having decided, in turn, to use the title “office 
equipment" to cover all classes of fixed assets in use in the office 
(desks, chairs, fans, filing cabinets, typewriters, calculators, etc.) it 
would not be reasonable to open a new account, “chairs," to which 
to charge the cost of a new chair. This does not deny the fact that in 
many concerns it is advisable to use a number of accounts to cover 
office furniture and equipment rather than a single broad title. 

It is sufficient here to emphasize two points: (1) the scheme of 
titles employed should be developed in the light of the nature of 
the enterprise and the needs of the management; (2) in setting up 
Journal entries care must be taken to make proper use of the chart 
of accounts which has been authorized or decided upon. 

Proving the Journal. An important feature of good journalizing 
practice is the proving of the journal, and this should be done, as a 
rule, for each individual page. When a page has been filled with 
entries the debit and credit columns should be footed and the totals 
compared. Evidently the two totals should be equal, since they are 
merely the sums of the debits and credits, respectively, arising in a 
series of transactions, and each transaction, as has been shown, in- 
volves equal entries in opposing columns. If the footings are found 
to be equal the journal page is said to “prove." If desired the totals 
may then be carried forward to the top of the following page for 
inclusion in the next proof, and this process may be continued until 
the close of the particular fiscal period. 

The fact that the journal proves does not demonstrate that the 
appropriate account titles have been selected, or that the journal is 
correct in every other respect. It does show that an equal credit 
entry (or entries) has been made for every debit entry (or entries), 
and vice versa, and experience has shown this to be a matter of 
considerable importance in bookkeeping procedure. 

Under some conditions the proving of the individual page or sheet 
as a special operation may not be required or even desirable. Prepa- 
ration of a systematic proof of journal entries for the entire period 
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involved is to be recommended, however, except where the entries 
are recorded by machine methods and the proof is an automatic part 
of the process of journalizing. It is especially important in handling 
the journal records that all reasonable precautions be taken to avoid 
posting incorrect journal entries, as this carries over to the accounts 
proper the errors made in compiling the intermediate record. 

Importance of Journal. The significance of the journal record 
(whether this be a single book or a group of journalizing media) re- 
quires emphasis. In the first place it is in the journal, as was pointed 
out above, that the results of the analytical phase of the work of 
recording transactions are first formally presented; the journal ex- 
hibits, in orderly fashion, transaction by transaction, the process of 
resolving the original data of business transactions into accounting 
terms, debit and credit (left and right) entries. And a systematic 
record of this type, it can be urged, is essential as a fundamental 
support for the accounts. After the journal entries have been posted 
the analysis of underlying data is reflected in the accounts them- 
selves, but the form of the accounts does not emphasize the process 
of analysis. It follows that even if it were technically feasible to post 
all entries directly from original papers to the accounts the use of 
clear-cut journal records, which can be easily read in terms of indi- 
vidual transactions, could be defended. 

In the second place the journal can be justified on the purely 
technical side; this type of record is a useful bookkeeping device. 
The use of the journal is a feature of the development of specializa- 
tion, and consequent increased efficiency, in clerical work. 1 he re- 
cording process, under the conditions of actual business operation, 
can be broken up to advantage into at least two main operations, of 
which the preparation of the journal record is one. Further, in 
serving as a reservoir for debit and credit entries the journal makes 
possible the postponing of posting to convenient times, and through 
the use of special columns in the journal the entire process of posting 
can be very much abridged, as will be shown later. 

The importance of the journal records in furnishing an orderly 
record of details should also be remembered. As already noted the 
underlying documents have been developed to such a point that they 
rather than the journal have come to be relied upon to furnish, in 
large measure, the supporting data. Nevertheless the journal still 
has a limited function to perform here, particularly in connection 
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with unusual transactions and adjustments which are not accom- 
panied by standard business papers as are the more common routine 
occurrences. The recognition of periodic accrued depreciation is an 
example. Except where such transactions are fully supported by 
special memoranda on file, to which reference is made in the journal, 
an explanation should be written up as a part of the journal entry. 

Bevelopment of Journal, That the simple journal illustrated above 
is not the only form of journalizing medium used in bookkeeping 
practice has already been mentioned. As a matter of fact the primi- 
tive, two-column form has been largely superseded as the book of 
original entry by special books and devices. In the typical business 
office are commonly found a number of distinct and more or less 
complex journals, each of which is devoted to a particular type or 
class of transactions. Important examples are the cost journal (or 
group of journals), the sales journal, the receipts journal, and the 
check register. As in these illustrations the name used ordinarily 
suggests the nature of the transactions to which the particular book 
is restricted. The structure of the particular journal varies with 
the nature and extent of the business or of the department, the type 
of transaction involved, and other factors. In some cases very elabo- 
rate books are employed, although the tendency in modern practice, 
in the large enterprise as well as in the small, is to avoid undue com- 
plexity in the single book or record. The specialized journal is an 
important aid in the promotion of clerical economy and efficiency, 
as will be emphasized later; it also serves to facilitate the isolation of 
data pertaining to a particular phase or department of the business. 

Another development in journal forms is the use of the underlying 
document itself, or a related copy or sheet, as a journalizing medium. 
If the original paper is ruled for the purpose and exhibits the ac- 
count titles and debit and credit entries, it constitutes in effect a form 
of journal record. The term “journal voucher" is sometimes applied 
to this type of document, especially where the primary purpose of 
the record is to authorize entries. In some concerns such forms have 
largely replaced the regular columnar journals. Posting directly 
^Trom original records, however, is usually restricted to subsidiary 
ledgers (explained later in this chapter), the data being recapitu- 
lated in columnar journals prior to being transferred to the main 
accounts. 

Notwithstanding these developments the simple journal is far 
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from being an archaic device, useful merely as a first illustration ini 
the study of bookkeeping technique. Many businesses still use to- 
advantage a general, unspecialized journal, and for this purpose the 
two-column form is often highly satisfactory. In every enterprise 
there are a considerable number of miscellaneous transactions which 
cannot readily be journalized in any of the specialized books, as in 
the nature of the case special journals must be developed in terms of 
groups or types of routine happenings. Such transactions should be 
recorded in the general journal. And if formal journal vouchers, 
are used for these transactions this means, in effect, that the simple 
journal is still being employed, in loose-leaf form; for such cases, in 
other words, the file of journal vouchers constitutes the journal. 
Further, the general journal is a very satisfactory medium for hand- 
ling the adjusting and transfer entries arising in particular at the 
close of the accounting period. 

Ledger Records. The ledger, the second main device in bookkeep- 
ing, is the book or file of accounts. It consists of the debits and. 
credits of the journal arranged compactly under the various account 
headings. In its early and still common form the ledger, like the 
journal, is a bound volume of numbered pages, but in modern prac- 
tice loose-leaf sheets and cards of many types and fornls have come 
into wide use. In the ledger each account in a particular period may 
occupy a single page or sheet, or may be given more or less than a 
page as circumstances require. As a rule the amount of space de- 
voted to each title will depend upon the activity of the account, that 
is, the number of transactions that will normally affect it during 
the accounting period. In arranging the accounts in the ledger it 
is desirable to group them according to the main accounting ele- 
ments, as follows: (1) assets (including current costs incurred as con- 
ditions warrant); (2) liabilities; (3) proprietary equity (including re- 
tained earnings); (4) revenues; (5) expenses (including current costs 
where this seems expedient); (6) income charges and credits. Within 
each main division arrangement may be numeric (where a numerical 
chart of accounts is employed) or alphabetic. Order of use in pre- 
paring statements is a controlling consideration. Hit-and-miss ar- 
rangement should be avoided. The ledger should always be fully 
indexed to facilitate location of accounts, and tabs and other devices 
should be used as supplementary aids in this connection. 
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In the most common form of standard ledger account the page is 
divided vertically into two main compartments of equal size and 
each of these is broken up into sections. This type of form is il- 
lustrated below. Several other standard forms of ledger page are in 
use, some of which will be shown later, but for the present attention 
will be restricted to the one device. 



Whatever the particular form employed, the ledger account com- 
prises the following: (i) heading or name of account; (2) entry 
dates; (3) journal folios (or other reference to source of data); and 
(4) debit and credit amounts. In addition to making provision for 
these elements the form shown (see example) also includes a space on 
each side for explanations. Formerly this space was often utilized 
for references to the accounts containing the corresponding debit or 
credit entries. In present-day procedure this feature of posting prac- 
tice has been largely abandoned, although still occasionally em- 
ployed in connection with closing and transfer entries and in other 
special situations. Where a separate journalizing medium is used, 
and the journal page number is listed in the ledger in every case, the 
details of the transaction giving rise to a particular ledger entry can 
be readily ascertained and no explanations beyond journal refer- 
ences are needed. The space between date and journal-folio col- 
umns, accordingly, serves no very important purpose and could be 
readily reduced or entirely dispensed with. On the other hand it is 
a convenience to have the space available in designating balancing 
and forwarding entries and in making notations in other connections. 

It is the function of the ledger to summarize the effects of busi- 
ness transactions in terms of the individual accounts, so that a con- 
clusion concerning the status of each account may be drawn peri- 
odically. Or, more precisely, it is the function of the ledger to show 
under each account heading all positive and negative changes— op- 
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posing tendencies—pertaining to that account as a result of opera- 
tions to date, and the balance of the account (excess of debits over 
credits, or vice versa, depending on the nature of the account), if 
any, at the end of each significant period. 

Comparison of Journal and Ledger. The unit of the journal is the 
transaction; the unit of the ledger is the individual account. The 
journal contains a chronological record of transactions in terms of 
account titles and debit and credit entries. Each journal entry ex- 
hibits equal money entries in opposing columns; each journal page, 
or any other aggregation of complete journal entries, shows equal 
debit and credit footings, assuming that journalizing has been car- 
ried out properly. In the ledger the debit and credit entries of the 
individual transaction are separated, one item finding its way to one 
account, the other to a different account, on a different page. The 
individual account, accordingly, will show an equation of debits 
and credits only in particular cases. The left or debit column of all 
accounts taken together, however, exhibits entries which equal, in 
total, the amount of all entries in the right or credit column of all 
accounts. 

Notwithstanding these differences there is a very close relation- 
ship between the two books in their elementary forms. In each case 
the same value facts are shown (although not always in the same de- 
tail, due to posting in aggregates, a process which will be explained 
later). In each case the fundamental feature is two columns, one 
for debit entries, the other for credits; that is, the essential technical 
element of the accounting structure, two parallel vertical columns, 
is utilized in both books. The difference lies mainly in the way in 
which the entries in the columns are arranged. In other words, the 
ledger can be conceived as merely a rearrangement of the journal 
entries in such a way that all items affecting a particular account are 
drawn together. The account with the First National Bank shown 
on page 125, for example, consists essentially of the journal page 
shown on page 118, all entries but those affecting the bank account 
being deleted. In one case the bank account is diffused, is inter- 
spersed with data from other accounts; in the other book the same 
account is segregated, all other elements having been eliminated. 

To repeat and summarize, the journal consists of two columns of 
debit and credit entries, arranged in a chronological sequence of 
transactions. The ledger may be viewed as the same two columns of 
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debit and credit entries, but in this case the columns are broken up 
ill terms of accounts rather than transactions. 

Posting. The process of transferring entries from the journal to the 
ledger is known as posting. (The process of transferring debits and 
credits from vouchers to columnar journals is also often referred to 
as “posting”; likewise the work of transferring data to subsidiary 
accounts from underlying documents.) It is essentially a clerical 
task, as all account titles have been selected and all debit and credit 
entries have been separated in the preceding work of analysis and 
journalizing. Posting consists simply in the recording of all journal 
debits (either in detail or in summary) in the debit columns of the 
accounts affected, and ail journal credits in the credit columns of 
the appropriate accounts. 

For a specific illustration of the process of posting it will be con- 
venient to refer to the portion of a journal page shown on page 1 18 
and the ledger account exhibited on page 125. The first debit entry 
in the account, in the amount of |5,000 and under date of July 1, 
was posted from page 1 of the journal (as indicated by the journal 
folio, Jl). Upon the occasion of posting, the ledger page of the ac- 
count with the First National Bank, which also happens to be page 
1, was recorded in the ledger folio column of the journal. By this 
procedure the ledger folio number in the journal serves as an evi- 
dence that posting has been accomplished in addition to fulfilling 
its function as a reference. The item of $5,000 which is found in 
the credit journal column in conjunction with this charge to First 
National Bank would be similarly posted to the credit side of the ac- 
count with A, Capital on page 60 of the ledger (indicated by LF 60), 
the journal page being concurrently listed in the folio column of 
the account. 

It should not be assumed that all entries are posted on the date on 
which recorded in the journal. Often this would be neither feasible 
nor desirable. It is quite proper to permit journal entries to ac- 
cumulate without posting for a reasonable time. This is especially 
advantageous where a bookkeeper is doing other work in addition 
to posting, as it makes it possible for him to post a large number of 
journal entries without interruption, and with a consequent saving 
of time and energy. On the other hand posting should not be un- 
duly retarded. Where the entries of many weeks or months are 
accumulated without posting the books are not “well posted.” Such 
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delay is particularly undesirable in connection with, accounts with 
customers and creditors where it is imperative that the status of each 
account be kept reasonably up-to-date. 

If all transactions are correctly posted the ledger columns exactly 
represent the debit and credit entries of the journal, although the 
arrangement is different, as already explained, and the total of all 
debit items in the ledger equals the total of all credit entries. In 
other words, where the work of posting is done accurately the ledger 
columns are continuously in balance. 

The method of posting naturally varies with the type of journaliz- 
ing medium used and, to some extent, with the form of the ledger. 
Where the journal is of the simple form illustrated in this chapter 
“-having but two columns, one for debits and one for credits—posting 
is obviously a tedious and time-consuming process. Each journal 
entry must be transferred separately; that is, for every individual 
debit in the journal a debit entry must be made in some ledger ac- 
count, and for every journal credit there must be a credit posting. 
The development of divided-column journals, however, has greatly 
reduced the labor of posting, as by this means it is possible to post 
journal entries, in large measure, by page or periodic totals rather 
than by individual items. This feature of journal form will be con- 
sidered in later chapters. 

Balancing Ledger Accounts. At the close of each period the bal- 
ance of every account must be computed, and in some cases— for ex- 
ample, the cash account, and the accounts with customers and 
current creditors— more frequent determination of balances is re- 
quired. By the balance of an account is meant the excess of debit 
entries over credit entries or vice versa; and it is this amount which 
shows the status of the account on a particular date and is of special 
importance in the work of preparing periodic reports. After ail 
adjusting and transfer entries have been recorded, the revenue, ex- 
pense, and income accounts, having served their purpose for the time 
being, show no balances. On the other hand the typical asset or 
liability account usually shows a balance, and this is true of the 
proprietary accounts. 

In preceding chapters the procedure of balancing has been illus- 
trated in terms of skeleton accounts. At this point it will be neces- 
sary to consider the process more definitely from the standpoint of 
routine ledger procedure. The first step in balancing consists of 
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“footing' —that is, totaling—the debit and credit columns of the ac- 
count, and the calculations may be made by machine or otherwise 
as circumstances dictate. In hand-posted ledgers such totals are then 
entered in pen or pencil in small figures immediately under the last 
regular entries in the respective columns. The next step involves 
the computation of the difference between the two footings; and this 
difference is then recorded in terms of a conventional scheme of bal- 
ancing and ruling. The example shown at the bottom of this page 
will serve to illustrate the procedure. 

It is important that the significance of the balancing rulings be 
fully understood. The single lines appearing just above the totals 
indicate that all amounts above these lines are to be added (proper 
use being made of all preliminary pencil footings), and they also 
.serve to separate the individual entries from the aggregates. The 
double lines ruled just below the totals indicate that the calculation 
is complete and that no succeeding amounts are to be combined 
with the preceding entries. The extension of rulings across date and 
folio columns serves the minor purpose of insuring the complete 
separation of the entries pertaining to consecutive periods. The 
diagonal line drawn across the unused space on the side containing 
the fewer entries is likewise a convention of minor importance. 
This practice is supposed to make it more difficult to tamper with 
the account after it has been balanced. 

The balance of the account, in this case an excess of debits of 
|4,645, is first entered on the opposite side. This conventional pro- 
cedure is likely to prove confusing to the beginner and hence re- 
quires careful explanation. The purpose of balancing, it must be 
remembered, is to reduce the opposing tendencies to a single net 
figure. After the initial footings— in this case $5,225 and $580— have 
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been calculated the difference—in this case $4,645— is determined by 
subtracting the smaller from the larger figure (or adding enough to 
the smaller to yield the larger), on the machine or by actual calcula- 
tion on a scratch pad. The bookkeeper then enters the difference 
on the side showing the smaller footing, in this case the credit side, 
draws the single lines, records the totals, and makes the double rul- 
ings. The calculation of the balance may be checked in this process 
by adding the balance to the credit footing and comparing the totcil 
with the debit footing. The balance, the excess of debits over credits 
in this case, is then written in below the double rulings on the debit 
side, dated, as a rule, as of the beginning of the next period or the 
next business day. This cancels the balancing entry in the opposite 
column and exhibits the status of the account in a single figure. 

These balancing entries in no way change the condition of the 
account; they are simply a part of a technical procedure which has 
for its purpose disclosing the actual balance of the account clearly 
and in such manner as to insure accuracy. Formerly the practice 
was common of showing the balance as it appears on the lesser side 
in red ink for the purpose of emphasizing the distinction between 
this figure and the regular entries posted to the account, and some 
bookkeepers still make use of this device. It is now generally agreed, 
however, that no special method of designation, beyond the use of 
the term “balance,’' is needed. 

Many variations in procedure with respect to rulings and the 
treatment of balancing entries are employed. One plan is to draw 
the double rulings without writing in the equivalent totals, the final 
balance nevertheless being recorded as the opening entry. The pro- 
cedure outlined here, however, is recommended, especially for the 
beginner. It accomplishes the essential purpose and it has the special 
advantage of stressing accuracy in balancing. 

Balancing rulings and entries are seldom required except at the 
close of the regular accounting period; the procedure in summariz- 
ing and balancing on other occasions can usually be restricted— as 
far as the ledger is concerned— to determining the footings and indi- 
cating the same in small figures as explained above (with the balance 
shown informally in the explanation column if desired). To avoid 
the need for showing entries arising in an entire accounting period 
the account in the illustration is shown formally balanced after only 
a few entries in July have been recorded; but this feature of the 
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example should not be interpreted as an endorsement of interim 
ruling of accounts. 

Trial Balance. A “trial balance” or recapitulation of the ledger 
must be prepared at the close of each period of operation, as an 
initial step in the preparation of financial reports, and such a sum- 
mary is likewise frequently required in proving the columnar— debit 
and credit— accuracy of the ledger. The trial balance may be defined 
as a summarized transcript of the open accounts of the ledger j pre- 
pared in such a manner as to show either total debits and credits, 
account by account, or net debits and net credits By the “open” 
account is meant the live or active account which shows a balance, 
either debit or credit. Accounts which are precisely “in balance”— 
that is, accounts which at the date of proving show a total of debit 
entries equal to the total of credit entries— are deemed to be “closed,” 
at least for the time being, and are usually not included in the trial 
balance. Those accounts which have been active in the past, but 
which exhibit neither opening balance nor entries for the period un- 
der consideration, are likewise not represented in the ledger proof. 

An example of the trial balance appears in the solution of the 
illustrative exercise presented in the succeeding chapter. In this 
example total debits and total credits are shown, for each account 
which has entries on both sides, rather than net debit and net credit 
balances. This method of preparing the ledger summary has two 
advantages over the alternative plan: (1) it reduces the number of 
computations required in summarizing the ledger and preparing the 
trial balance, thus saving time and minimizing the possibility of 
error; (2) it results in a more complete showing of the condition of 
the accounts. Nevertheless the other type of arrangement— the trial 
balance of differences or net balances— is more common in practice, 
and there are no serious objections to its use. It is to be noted that the 
standard two-column journal sheet is the convenient form to employ 
in the preparation of the trial balance. 

After the footings of the individual accounts have been compiled 
in proper form the debit and credit columns of the trial balance are 
totaled and the footings are compared. If the totals are the same 
the ledger may be said to “prove.” The importance of this test in 
bookkeeping practice should not be minimized. The presence of 
equal debit and credit footings in the trial balance demonstrates, 
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quite conclusively, that the books have been correctly kept from a 
columnar or debit and credit standpoint. It is possible for the book- 
keeper to make the same arithmetical mistake with respect to each 
column, in which case the trial balance would still show equal foot- 
ings, but such an occurrence is rare. On the other hand the proof 
of the trial balance must not be taken too seriously. The trial bal- 
ance with equal footings simply indicates that in handling the trans- 
actions for the period, including the opening balances, debit entries 
have been recognized and posted equal in amount to the credit en- 
tries which have been authorized and recorded; it does not demon- 
strate that ail transactions which have occurred have been booked, 
or that proper rules of account classification have been observed. 

A clear-cut distinction should be drawn between the trial balance 
and the “balance sheet” or position statement. The trial balance in 
the typical case is a composite of the opening balances at the begin- 
ning of a particular period and the entries recognizing the explicit 
transactions which have occurred since the opening date. It is com- 
monly taken, in other words, before the internal or implicit trans- 
actions have been fully recognized and before the adjusting and 
closing entries necessary to reduce the supplementary income state- 
ment accounts to their lowest terms have been made. The position 
statement of assets and equities, on the other hand, is a report of 
financial status based upon the ledger after the entire process of 
accounting for the period, including the determination of income 
or loss and the assignment of this element to the appropriate equity 
accounts, has been completed and all accounts other than those show- 
ing asset and equity balances have been closed. 

The preparation and use of the trial balance will be further dis- 
cussed in later chapters. Attention will also be given in a later 
connection to the problem of dealing with errors. 

Importance of Ledger. The work of posting, as has been explained, 
simmers down to systematic copying, as the analysis of transactions 
has been effected prior to or as a phase of the making of journal 
entries. Similarly the work of footing and balancing accounts and 
the preparation of the trial balance are essentially routine tasks. 
These facts, however, should not lead one to minimize the impor- 
tance of the ledger. The ledger, in a very just sense, is the principal 
accounting record. The journal might conceivably be dispensed 
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with; the ledger accounts are a necessity. The details of the form of 
the ledger record are a relatively unimportant matter, but the very 
essence of the double-entry system consists in the use of columnar 
accounts, appropriately headed. The ^‘balance sheet’’ of position, 
the fundamental accounting statement, is extended into a system of 
accounts, the ledger, the journal serving as an intermediate device 
in the process. Periodically this system is reduced again to statement 
terms. The ledger can thus be conceived as a highly elaborated 
structure growing out of the underlying master account. 

The ledger is the most technical book of the accounting mechan- 
ism. Individual transactions are lost in its columns. They have 
been translated into numerical efiEects upon assets and equities (or 
subsidiary phases of these fundamentals), arranged in a technical 
columnar scheme. To the layman the ledger is, accordingly, the 
most difficult to follow of all the books and statements of the account- 
ant. He can read the underlying documents with fair success, and 
can glean something from a chronological series of journal entries, 
but without a knowledge of underlying accounting principles he 
finds the ledger— the most essential of all records— more or less of a 
mystery. This perhaps partially explains the fact that in the numer- 
ous undeveloped and inadequate systems of business records which 
are still found among the smaller concerns the element which is con- 
spicuously lacking, in whole or in part, is the ledger. 

The fact that it is possible to combine journalizing and posting in 
a single operation the results of which are immediately reflected in 
the accounts does not imply that such a combination is desirable 
from the standpoint of efficient bookkeeping. The importance of 
the journal as an intermediate record was emphasized above. It is 
often feasible or even desirable in dealing with certain types of prob- 
lems in the classroom, and in making special studies and reports in 
practice, to omit the formal act of journalizing in analyzing trans- 
actions and in summarizing their effects. In general practice, how- 
ever, the abbreviated procedure is not to be recommended. (This 
does not mean that it is improper to prepare both types of record 
simultaneously by one mechanical operation, where this can be done 
effectively through the use of machines and special types of forms.) 

Development of Ledger Records. Mention has already been made 
of the fact that the ledger account in practice assumes a wide variety 
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of specialized forms. The individual account may be a page in a 
bound volume, a sheet in a binder, or a card in a file— or a portion 
or section of any one of these devices— and there are numerous pos- 
sibilities with respect to arrangement of columns and other technical 
details. The ledger may of course be separated into any number of 
parts or sections, each of which is on the same level. This consti- 
tutes “vertical” division and can be carried as far as may be desired. 
An important feature of ledger development which should be re- 
ferred to here is the use of subsidiary ledgers. Subordinate ledgers 
represent a process of “horizontal” division of main ledger accounts, 
and thus are a type of duplicate record, a distinct technical 
development. 

The most familiar examples of subsidiary ledgers are the creditors’ 
or payables ledger and the customers' or receivables ledger. As the 
names suggest, these ledgers contain the individual accounts which 
represent the parties with whom the enterprise maintains regular 
credit relations as either a buyer or seller. In a sense these ledgers 
are not subordinate, as the essential accounting unit here is the 
record of the status of the particular creditor or particular customer. 
Nevertheless such ledgers are almost universally accompanied by 
summary accounts in the general ledger labeled “accounts payable” 
and “accounts receivable,” respectively, or by similar titles, and can 
be viewed, accordingly, as elaborations of such summary accounts. 
Another common example of the specialized subsidiary ledger is the 
stores ledger, a book or file in which materials and supplies are ex- 
hibited in more or less detail. Such a ledger duplicates, in detail, 
the data shown by the general account with materials and supplies. 
Additional illustrations are the equipment ledger, which contains an 
account for each class or important item of equipment, the capital 
stock ledger, made up of the individual accounts of the stockholders, 
and the payroll register, which shows the status of each employee in 
relation to the enterprise. As a rule each subsidiary ledger is 
matched by a single main account, but cases are occasionally found 
in which a single ledger represents the subdivision of two or more 
main accounts. 

Where special ledgers are employed the term “general ledger” is 
used to distinguish the principal books of accounts from the sub- 
ordinate records. The general ledger includes all accounts which it 
is not necessary or expedient to subdivide, together with the sum- 
mary or controlling accounts of the subsidiary ledgers. It is par- 
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ticiilarly in the general ledger that arrangement in terms of order of 
use in the statements is desirable. 

Account Classification and Numbering. The underlying framework 
of a scheme of ledger accounts should be the main divisions of the 
position statement and income statement, as explained earlier. On 
this background the system should be built up in terms of the nature 
of the enterprise, the special needs of the management, govern- 
mental requirements, and considerations of procedure and clerical 
efficiency. 

In developing a classification of accounts titles should be employed 
which are sufficiently clear and full to reduce the danger of im- 
proper recording to a minimum. See earlier discussion of selection 
of titles. For large enterprises it is highly desirable that a complete 
chart of accounts and manual of directions be prepared and made 
available for the use of those responsible for the work of recording. 

Standard classifications of accounts, prescribed or authorized by 
the various federal and state utility commissions, are generally em- 
ployed by the railways and other enterprises whose rates are subject 
to regulation. These classifications have been worked out in con- 
siderable detail, including precise account titles and full instructions, 
and this material in most cases has been issued in the form of printed 
manuals which outline the entire system. Some elasticity is usually 
provided for, particularly with reference to the size of the enterprise 
affected. Standard schemes of accounts applicable to many indus- 
trial lines have also been prepared, usually through the efforts of the 
accounting committees of trade associations, and under the sponsor- 
ship of the associations some of the systems proposed have been 
widely adopted by the enterprises in the particular fields covered. 

Where the classification of ledger accounts employed is extensive 
the use of full titles as a means of designation is not convenient at 
all times in the routine of recording, and adoption of a system of 
numbers or other symbols is desirable. Symbols are especially help- 
ful in reducing clerical work, in securing precision and accuracy in 
the treatment of various classes of entries, and in facilitating analysis 
(especially where mechanical means are employed) and reference. 
In general the numeric methods of symbolizing are to be preferred 
to the mnemonic (the use of key letters which suggest the name of 
the particular account or of the class or group involved), although 
in some cases letters in combination with numbers are helpful in 
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designating both principal divisions and specific subdivisions of the 
system. The essential requirements of any method are simplicity 
(to the extent that circumstances permit), definiteness, and adequate 
flexibility. 

In numbering accounts a group of numbers, large enough to meet 
any needs likely to develop, is assigned to each main element or 
group of the classification. The numbers 100-199, for example, may 
be employed to designate the accounts representing liabilities— notes 
payable, accounts payable, payroll, etc. The use of decimals facili- 
tates expansion. For example, the numbers 80-89 may be employed 
to designate buildings, 81, the buildings of a particular plant, 81.1, 
the office building of a particular plant, and 81.11, a specific element 
in the cost of construction of the particular office building. Commas 
and dashes are likewise employed in extending and combining num*^ 
bers for symbolizing purposes. 

Questions 

1. Name several important examples of underlying documents and indicate the 
general significance of such documents in accounting. 

2. What is meant by the “analytical” phase of the recording process? What 
three steps are comprised in this phase? 

3. Of what does the “clerical phase” of the recording process consist? Into 
what two operations is this phase usually divided? 

4. Define the journal. What are the two principal functions of this type of 
record? Why is the importance of the second function diminishing? 

5. List the five elements of the journal page. What is the function of the ledger- 
folio column? 

6. Define journalizing: (1) in a narrow technical sense; (2) in a broad sense. 
What is meant by the “skeleton” journal entry? What are the three essentials of 
such an entry? 

7. What constitutes a good account title? Illustrate the need for exercising care 
in selecting titles in journalizing transactions if errors are to be avoided. 

8. When may the journal be said to “prove”? 

9. Discuss the importance of the journal: (1) as an underlying support for the 
accounts; (2) as a technical bookkeeping device; (3) as a source of descriptions of 
transactions. 

10. Name several important examples of specialized journals. What is meant 
by the “journal voucher,” and how is this type of journal form used? What is the 
position of the general two-column journal in modern practice? 

1 1 . Define the ledger. Discuss the arrangement of accounts in the ledger. What 
are the four essential elements of the standard ledger page? Indicate the extent of 
the present-day use of the fifth element, the explanation column. 

12. Contrast the journal and ledger. Indicate the fundamental similarity of the 
two records. 
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13. What is meant by posting? Describe the operation in detail in terms of the 
simple journal and standard ledger page. Should a journal entry be posted imme- 
diately after journalizing? Explain. 

14. What is meant by the “balance” of an account? The “footings” of an 
account? Describe the process of balancing in detail, including an explanation of 
the conventional rulings and balancing entries. What are the occasions for balanc- 
ing? 

15. Define the trial balance , and indicate its functions. What is meant by the 
“open” account? Describe the two methods of preparing the trial balance. 

16. Precisely what does the proof of the trial balance indicate with respect to the 
accuracy of bookkeeping operations? Indicate the limitations of this proof. 

- 17. Contrast the trial balance and the “balance sheet.” 

18. Which of the two records is the more essential to accounting, the journal or 
the ledger? Explain. 

19. Illustrate the difference between “vertical” and “horizontal” division in 
ledger development. Give several examples of subsidiary ledgers. What is meant 
by the “general ledger”? 

20. Prepare a numbered classification of general-ledger accounts for a particular 
line of business. 
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Data of Business Transactions. The following are assumed to repre^ 
sent the business transactions of John Newlin Co. for the period of 
July 1-~31, 1949: 

July 1. John Newlin Co. is organized, with an authorized capital stock of 2,500 
shares, to operate a specialized mercantile business. John Newlin contributes cash 
in amount of ^10,000 and receives 1,000 shares; Henry Newlin contributes cash in 
amount of $5,000 and receives 500 shares; the cash so contributed is deposited in 
State Savings Bank to the account of John Newlin Go. A building is leased from 
L. O. Irwin for five years at a monthly rental of $100, and a check is issued for rent 
for three months. Merchandise is purchased from Paley & Co., $5,000; the goods 
are received and a check is drawn for amount of invoice. Store equipment is pur- 
chased on account from Shaw-Warner Co.; gross amount of invoice is $500, subject 
to a discount of 5% if paid in 10 days. Office equipment is purchased on account 
from N. W. Hart, $300. A car is purchased from Huron Auto Sales Go. at a cost 
of $1 ,000, and a check for this amount is issued. Merchandise and equipment are 
insured with Atlantic Casualty Co.; the premium is $100 and is paid by check. 
Henry Newlin is engaged as general manager at a salary of $500 per month. 

July 2. Telephone rental for month of July is paid by check, $10. Office supplies 
are purchased on account from Mayer-Harder Co., $100; store supplies are pur- 
chased from L. E. Ramon, on account, $100. Store equipment is installed by S. T. 
Newland and his bill is $25; payment is made by check. L. R. French is hired as 
an assistant at a salary of $50 per week; he begins work on July 2. Gash sales of 
merchandise, $50. Sales on account: to J. R. Walters, $100; to R. J. Parsons, $35. 
Bill is received for advertising in the Daily News, $50. Cash is paid for gasoline 
and oil for the car, $5. 

July 5. Merchandise is purchased on account: from Paley & Co., $500; from E. F 
Smith Co., $600. Sales on account: to F. A. Talbot, $350; to R. J. Parsons, $35. 
Sales for cash, $100. J. R. Walters returns one.uiiit of merchandise as unsatisfactory 
which had a sale price of $50. This unit is returned to Paley & Go. and charged to 
their account, at the cost price of $40. Transportation charges on goods received 
July 1 are paid by check, $75. 


138 



PRIMARY BOOKS AND PROCEDURES IllUSTRATED 


139 


July 6. Shaw-Warner invoice of July 1 is paid by check, J. R. Walters pays the 
balance of his account and buys additional goods on account, SI 50. 

July 7, Gash in amount of $5,000 is borrowed from State Savings Bank on Com- 
pany’s note due July 7, 1950; annual interest rate charged by Bank is 5%; amount 
borrowed is immediately deposited. 

July 8. The Company buys the building and site it has been renting for $15,000. 
Payment is made as follows: prepaid rent for 2%months; a 5-year, 5% mortgage 
on the property in amount of $5,000; cash, by check, for the balance. The land is 
appraised at $5,000. Gash sales, $100. Advertising bill of July 2 is paid with cash. 

July 9. Gash sales, $200, Sales to R. J. Parsons on account, $35. L. R. French 
is paid $50 in cash. Gash on hand in excess of $100 is deposited. 

July 11 . N. W. Hart’s account is paid by check. Sales on account to F. A. Talbot, 
$70. Transportation charges on purchases of July 5 are paid by check, $20. Gash 
sales, $100. Sales on account to R. J. Parsons, $35. 

July 12. Check is sent to E. P. Smith Co. to cover invoice of July 5. Bill is received 
for advertising in Daily News, $10. 

July 13. Credit memo is received from Paley & Co. covering goods returned 
on July 5. Cash sales, $150. 

July 14. Received from J. R. Waiters on account, $100. 

July 15. Sales on account to Z. C. Dixon, $50. Cash sales, $350. 

July 16. Cash sales, $500. L. R. French is paid $50 in cash. Goods are pur- 
chased on account from E. P. Smith Co., $400. Sales on account to F. A. Talbot, 
$200. Office supplies are purchased for cash, $5. Cash on hand in excess of $100 
is deposited. 

July 17-31. Cash sales, $1,500. Sales on account: J. R. Walters, $200; R. J. 
Parsons, $105; F. A. Talbot, $500; Z. G. Dixon, $100. Purchases of merchandise 
on account: Paley & Go., $500; E. P. Smith Co., $600. Collections on account: 
J. R. Walters, $150; R. J. Parsons, $140; F. A. Talbot, $1,120. Payments by 
check: Mayer-Harder Go., $100; L. E. Ramon, $100; Pale)’ & Go., $460; E. P. 
Smith Go., $400; transportation charges on purchases from July 17-31, $100. Pay- 
ments in cash are as follows: Daily News, $10; for office supplies, $20; for store 
supplies, $10; for gasoline and other costs of car operation, $20; salary of French, 
$100; miscellaneous expenses, $50. All cash receipts in excess of payments in cash 
are deposited. 

The data for the period July 17-31 are combined for the purpose 
of making it possible to cover an entire month without unduly ex- 
tending the example. 

The foregoing statement of information is a bare outline of trans- 
actions and includes only incidental references to underlying docu- 
ments and other sources. Some additional assumptions in this 
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connection are found in the journal entries presented on pages 
143 - 149 . 

The practice of making payments of various kinds directly from 
undeposited cash is not uncommon, but is not ideal procedure. Bet- 
ter control can generally be secured by depositing all receipts, prefer- 
ably each day, and establishing an office fund by check to take care 
of unavoidable disbursements in actual cash. This matter is dis- 
cussed in a later chapter. 

The data regarding costs are given in various ways. The invoice 
costs of assets such as equipment, merchandise, and supplies are in- 
dicated on the dates of acquisition, whether acquired on a cash or 
credit basis. Advertising cost is given when the bills are presented. 
On the other hand the first references to rent, telephone cost, and 
transportation charges are in terms of cash payments. The data of 
costs are also incomplete in certain particulars which are taken care 
of in the ‘‘supplementary data.’' 

Since the purpose of the example is to illustrate the more funda- 
mental features of procedure no attempt has been made to assume a 
set of conditions and transactions conforming closely to the circum- 
stances of any specific enterprise or field of business. (For example 
the credit sales of the typical trading concern, even among the 
smaller stores, are likely to be more numerous than the correspond- 
ing transactions of this hypothetical case.) .Moreover, the affairs of 
an actual small enterprise for one month are likely to show little 
variety and hence be less satisfactory for illustrative purposes than 
assumed data. 

List of Accounts. Following is the scheme of account titles employed 
by John Newlin Co.: 


1 . Cash 

2. State Savings Bank 

S. Z. C. Dixon 

4. R, J. Parsons 

5. F. A. Talbot 

6. J. R. Walters 

7. Merchandise 

8. Office Supplies 

9. Store Supplies 

iO. Rent~L. O. Invin 
IL Insurance—Atlantic Casualty Co. 


12. Land 

13. Building 

14. Store Equipment 

15. Office Equipment 

16. Car 

17. Daily News 

18. N. W, Hart 

19. Mayer-Harder Co. 

20. Paley R: Co. 

21. L. E. Ramon 

22. Shaw-Warner Co. 
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23. E. F. Smith Co. 

24. Wages and Salaries Payable 

25. Taxes Payable 

26. Interest Accrued Payable 

27. Notes Payable 

28. Dividends Payable 

29. Mortgage Payable 

30. Capital Stock— John Newlin 

31. Capital Stock— Henry Newlin 

32. Retained Earnings 

33. Saies 

34. Other Revenue 
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35. Merchandise Cost of Saies 

36. Services of Employees 

37. Supplies Expense 

38. Advertising 

39. Car Operation 

40. Depreciation 

41. Miscellaneous Expense 

42. Taxes 

43. Expense and Revenue 

44. Income 

45. Interest Charges 


Specific names are used as account titles for all credit customers 
and for ail creditors (except in the case of notes payable, mortgage 
payable, and accrued liabilities for salaries, taxes, etc.) and so no 
summarizing ‘^accounts receivable” and '‘accounts payable” are em- 
ployed (except for statement purposes). In the case of rent and in- 
surance prepayments the titles used indicate the character of the 
service to be received as well as the names of the parties. The 
specific conditions can presumably be ascertained by reference to the 
lease agreement and the insurance policy. 

Aside from possible variation in titles the list of accounts given 
here might be either condensed or expanded at certain points. For 
example, one asset account might be used for supplies, especially in 
view of the fact that functional classification of expenses is not 
stressed. 

Two of the accounts listed are inactive during the first month of 
operation. 

Supplementary Data. The following supplementary data are avail- 
able as of July 31: 

(1) Inventory of merchandise, at cost, including applicable transportation 
charges, is $3,950. 

(2) Cost of office supplies on hand, $75; cost of store supplies on hand, $60. 

(3) Unexpired insurance amounts to $95. 

(4) EstiiTiated depreciation: building, $20; store equipment, $4; office equip- 
ment, $3; car, $30. 

(5) Interest accrued: on notes payable, $16.44; on mortgage, $15 75. 

(6) Manager’s salary accrued, $500. 

(7) Rent expired to July 8 and all charges in accounts 36- 42 are assumed to apply 
to July revenue. 

(8) Estimated taxes accrued, $75. 
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The foregoing include no details as to how the conclusions given 
are reached. By way of illustration it may be assumed that the 
amount of $4 per month as depreciation of store equipment is found 
by estimating the service life of the asset at ten years, with an esti- 
mated net salvage value of |20. Similarly an expiration of |S0 per 
month in the case of the car may reflect an estimated life in the 
business of two years and an estimated “trade-in value'' of $280. In 
practice annual rates based on service lives conservatively estimated 
are often applied to the costs of depreciable assets without precise 
consideration of the amount recoverable on retirement. 

Presumably the car contains some gasoline and oil and hence the 
assumption made as to car operation costs is one of convenience, not 
exactly in accord with conditions. 

Under some conditions a portion of such costs as insurance, 
salaries, depreciation, etc., may be applicable to goods on hand. 
However, there are obvious difficulties in the w^ay of making de- 
pendable estimates of such costs assignable to inventories and 
throughout the trading field it is the prevailing practice to take the 
position stated under (7), above. 

Since the Company began operations July 1 there is the possibility 
that some of the costs incurred should be capitalized as organization 
and development costs, but this possibility is ignored in this example. 

The amount of interest accrued on the note payable is 24/365 of 
$250, a year's interest on $5,000 at 5% per annum; in the case of the 
mortgage the amount accrued is 23/365 of a year’s interest of $250. 
For convenience in computation it is sometimes assumed that the 
year consists of 360 days, divided into twelve months of 30 days 
each. The rate stated in contracts drawing interest may always be 
assumed— in the absence of a definite statement to the contrary— to 
be an annual rate. In determining the term of the agreement the 
general rule is to exclude the first day and include the last. 

Among the principal kinds of taxes to which a corporation is sub- 
ject are property taxes, social security or payroll taxes, and income 
taxes, and such taxes may be payable to a number of different gov- 
ernmental entities. Details are avoided in this example. 

In most actual situations a complete recognition of costs incurred 
in a particular period will involve accruing at the end of the period 
charges for utility services and various other factors for which bills 
have not yet been received or booked. 
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( 1 ) 


Date 

Accounts and Explanations 

i 



1949 





i 



July 

a 

State Savings Bank 

2 

15,000 ( 

30 





Capital Stock — John Newlin . 

30 



10,000 { 

30 



Capital Stock — Henry Newlin 

31 



5,000 

30 



Issue of IjSOO shares for cash — 1,000 
to John Newlin and 500 to Henry 
Newlin — per stock certificate stubs 









and deposit slip 









Rent — L. O. Irwin 

to 

300 

00 






State Savings Bank .... 
Three months’ rent to L. O. Irwin, 

2 



300 

00 











per lease agreement, check #1 









Merchandise 

7 

5,000 

00 






State Savings Bank .... 

2 



5,000 

00 



Purchased for cash from Paley & Go., 
cost invoice jfl, check #2 ... 









Store Equipment 

14 

475 

00 


MS 

00 



Shaw-Warner Go 

22 



, 



Purchased on account, cost in- 
voice f2 









Office Equipment 

N. W. Hart 

15 

18 

300 

00 


^00 

00 



Purchased on account, cost in- 
voice #3 





, 




Car 

16 

1,000 

00 






State Savings Bank .... 

2 ' 



1,000 

00 



Gar purchased from Huron Auto 
Sales Go., cost invoice #4, check #3 









Insurance — Atlantic Casualty Co. . 

11 

100 

00 


loo 

00 



State Savings Bank . ... 

2 






Premium on casualty policy with 
Atlantic Casualty Co,, cost invoice 
jf5, check ifA 





1 



2 

Miscellaneous Expense . . . . 

41 

10 

'00 


!io 

00 



State Savings Bank .... 

2 






Telephone rent for July, cost invoice 
#6, check §5 





1 




Office Supplies . . . . . . 

8 

IOC 

IOC 


ioc 

lOO 



Mayer-Harder Co. . . 

Purchased on account, cost invoice 
#7 

19 








Store Supplies . . . , . . 

9 

IOC 

)0C 


IjOC 

100 



L. E. Ramon . . . . . . 

Purchased oti account, cost invoice 

21 








#8 


22,38^ 

)0C 

1 22j8t 

wo 
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Store Equipment 

14 

25 

00 

25 

1 



State Savings Bank . , . . 

2 



00 



Payment of S. T. Newland’s bill 
cost invoice #9, check ^6 








Gash 

1 

50 

00 





Sales 

Cash sales for day, per register 

33 



50 

00 



J. R. Walters 

6 

100 

00 





R, J. Parsons 

4 

35 

00 





Sales 

Account sales, sales invoices #1 and 2 

33 



135 

00 



Advertising 

38 

50 

00 





Daily News 

Service received, cost invoice #10 

17 



50 

00 



Gar Operation 

39 

5 

00 





Cash 

1 



5 

00 


c 

Gasoline for car, cash voucher #1 







D 

Merchandise 

7 

500 

00 





Paley & Co 

Purchased on account, cost invoice 
#11 

20 



500 

00 



Merchandise 

7 

600 

00 





E. P. Smith Co 

23 



600 

00 



Purchased on account, cost invoice 
#12 








F. A. Talbot 

i 5 

350 

00 





R. J. Parsons 

4 

35 

00 



1 

i 

. 

Sales 

Account sales, sales invoices #3 and 4 

33 



385 

00 



Gash . . . . . .... 

1 

lOO' 

00 





Sales. . i 

Gash sales for day, per register 

33 



100 

00 



Sales . ... . . 

33 

50 

00 





J. R. Walters . . . . . 

6 



50 

00 



Unit of merchandise returned, per 
credit memo #1 








Paley & Co 

20 

40 

00 





Merchandise 

7 



40 

00 



Unit returned to Paley Sc Go,, cost 
invoice #11, returns memo #1 








Merchandise 

7 

75 

00 





State Savings Bank . . . . 

2 



75 

00 



Transportation charges on cost in- 
voice #1 , check #7 


2,015 

00 

2,015 

00 
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Shaw-Warner Go 

State Savings Bank .... 
Payment of invoice § 2 , check #8 

Gash 

J. R. Walters 

Collection on account, receipt slip //I 

J. R. Walters 

Sales 

Account sale, sales invoice # 5 

State Savings Bank . . . * . 

Notes Payable 

Borrowed from Bank at 5%, due July 
7, 1950 

Land 

Building 

State Savings Bank .... 
Rent — L. O. Irwin .... 

Mortgage Payable 

Purchase of property from L. O. 
Irwin per sales agreement dated July 
8, check 0 

Gash 

Sales 

Cash sales for day, per register 


5,000 00 


5,000 00 

10,000 00 


5,00000 


9,725 00 
275 00 
5,000 00 


Daily News 

Cash 

Payment of invoice #10, cash voucher 

n 


Cash ......... 

Sales. 

Gash sales for day, per register 

R. J. Parsons 

Sales. . . , . . . 

Account sale, sales invoice #6 

Services of Employees . . 

Cash. ........ 

Salary of French, cash voucher #3 

State Savings Bank 

Gash 

Per deposit slip 

N, W. Hart 

State Saving Bank 

Payment of invoice #3, check #10 


F. A. Talbot 

Account sale, sales invoice #7 


21 , 775 \ 00 \ 
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( 4 ) 




Merchandise 

7 

20 

00 





State Savings Bank 

2 



20 

00 



Transportation charges on invoices 
#11 and 12, check #11 








Gash 

1 

100 

00 





Sales 

Gash sales for day, per register 

33 



100 

00 



R. J . Parsons 

4 

35 

00 





Sales 

Account sale, sales invoice #8 

33 



35 

00 


12 

E. P. Smith Co 

23 

600 

00 





State Savings Bank 

Payment of cost invoice #12, check 
#12 

2 



600 

00 



Advertising . 

38 

10 

00 





Daily News 

Service received, cost invoice #13 

17 



10 

00 


13 

Gash 

1 

150 

00 





Sales 

Gash sales for day, per register 

33 



150 

00 


14 

Gash 

1 

100 

00 





J. R. Walters 

Gollection on account, receipt slip #2 

6 



100 

00 


15 

Z. G. Dixon 

3 

50 

00 





Sales. . . . . , . . . 

Account sale, sales invoice #9 

33 



50 

00 



Gash . . 

1 

350 

00 





Sales. . 

Cash sales for day, per register 

33 



350 

00 


16 

Cash . . . . . . . . . 

1 

500 

00 





Sales . . 

Cash sales for day, per register 

33 



500 

00 



Services of Employees . . , 

36 

50 

00 





Gash. . . . . ... . 

1 



50 

00 



Payment to French for week, cash 
voucher #4 








Merchandise 

7 

400 

00 





E. P. Smith Go. . . . . . 

23 



400 

00 



Purchased on account, cost invoice 
# 14 








F. A. Talbot 

5 

200 

>00 





Sales 

33 



200 

00 



Account sales, sales invoice #10 


2,565 

00 

2,555 

00 
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Office Supplies 

8 

5 

30 





Gash. 

Purchased for cash, cash voucher #5 

1 



5 

30 



State Savings Bank 

• 2 

1,145 

30 





Gash 

Per deposit slip 

1 



1,145 

00 


17- 

Cash 


1,500 

00 




31 

Sales 

Cash sales, per register 

33 


1,500 

00 




J. R. Waiters 

6 

200 

00 





R. J. Parsons 

4 

105 

00 





F. A. Talbot 

5 

500 

00 





Z. G. Dixon 

3 

100 

00 





Sales 

Account sales, sales invoices #11-19 

33 



905 

00 



Merchandise 

7 

1,100 

00 





Paley & Co 

20 


500 

00 



E. P. Smith Go 

Purchased on account, cost invoices 
#15 and 16 

23 



600 

00 



Gash 

1 

1,410 

00 





J. R. Walters 

6 



150 

00 



R.J. Parsons , . . . . 

4 ' 



140 

00 



F. A. Talbot 

5 



1,120 

00 



Collections on account, receipt slips 
#3-6 



t 





Mayer-Harder Go. . . . . 

19 

100 

00 





L. E. Ramon ....... 

21 

100 

00 





Paley & Go. 

20 

460 

00 





E. P. Smith Go. ...... 

23 

400 

00 





State Savings Bank. . , 

Payment of cost invoices #7, 8, 11, 14 

2 



1,060 

00 



— checks #13-16 








Merchandise 

7 

100 

00 





State Savings Bank . . . . . 

2 



100 

00 



Transportation charges on cost in- 
voices #15 and 16 — check #17 








Daily News 

17 

10 

00 





Office Supplies 

8 

20 

00 





Store Supplies 

9 

10 

00 





Gar Operation 

39 

20 

00 





Services of Employees .... 

36 

100 

00 





Miscellaneous Expense .... 

41 

50 

'00 





Gash. . . ... 

Payment of cost invoice #1 3 and cash 
outlays for supplies, car operation, 
and sundry items, cash vouchers 
#6-17 

1 



210 

'00 




7,433 

^06 

J 7,435 

'00 
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State Savings Bank 

2 

2,700 

00 





Cash 

Per deposit slips 

1 



2,700 

00 



Adjusting and Closing Entries 







31 

Merchandise Cost of Sales . 

35 

3,805 

00 





Merchandise 

7 



3,805 

00 



To recognize inventory, per inven- 
tory sheets, and resulting cost of sales 








Supplies Expense 

37 

too 

00 





Office Supplies 

8 



50 

00 



Store Supplies . . . . . 

To record cost of supplies used, per 
inventory sheets 

9 



50 

00 



Miscellaneous Expense .... 

41 

5 

00 





Insurance — Atlantic Casualty Co . 

11 



5 

00 



To record insurance cost applicable 
to operations of July, per policy 








Depreciation 

40 

57 

00 





Building 

13 



20 

00 



Store Equipment 

14 



4 

00 



Office Equipment 

15 



3 

00 



Car 

16 



30 

00 



To record estimated depreciation of 
bxulding and equipment, per schedule 








Interest Charges 

45 

32i 

19 





Interest Accrued Payable. 

To recognize interest accrued to date 
on note payable, $16,44, and on 
mortgage payable, $15.75 

26 



32 

19 



Services of Employees .... 

36 

500 

00 





Wages and Salaries Payable . 

24 



500 

00 



To recognize accrued salary of Henry 
Newlin for July 








Taxes 

42 

75 

00 





Taxes Payable 

To record estimated accrued taxes 

1 for July, per schedule 

25 



75 

00 

1 



Sales 

33 

4,965 

00 





Expense and Revenue . . . 

To close sales account 

43 


4,965 

00 




Expense and Revenue . V . . 

43 

3,805 

00 





Merchandise Cost of Sales . . . 

To close merchandise cost of sales 

35 


3,805 

00 




Expense and Revenue ... . 

43 

700 

00 





Services of Employees .... 

36 



700 

00 



To close service cost 


• 6,744 

19 

16,744 

19 
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Expense and Revenue .... 

43 

too 

00 





Supplies Expense 

To close supplies expense 

37 


100 

00 




Expense and Revenue .... 

43 

60 

00 





Advertising 

To close advertising cost 

38 



60 

00 



Expense and Revenue .... 

43 

25 

00 





Car Operation 

To close car operation 

39 



25 

00 



Expense and Revenue .... 

43 

57 

00 





Depreciation 

To close depreciation 

40 



57 

00 



Expense and Revenue .... 

43 

65 

00 





Miscellaneous Expense 

To close miscellaneous expense 

41 



65 

00 



Expense and Revenue .... 

43 

25 

00 





i Rent 

1 To close balance of rent account 

10 



25 

00 



1 Expense and Revenue .... 

43 

75 

00 





Taxes 

1 To close taxes 

42 

1 


75 

00 



Expense and Revenue . . . . 

43 

53 

00 





i Income ........ 

To transfer net income to income 
account 

44 



53 

00 



Income 

44 

32 

19 





Interest Charges 

To close interest charges to income 

45 



32 

19 



Income. . - . . . . . . 

44 

20 

81 

1 




Retained Earnings 

32 



1 

>81 



To transfer income balance to re- 
tained earnings 


513 

00 

1 513 

\oo 


Comments on Journal Entries (Before Adjustments), In the jour 
nal entries for John Newlin Co. shown on pages 143--149 the ele- 
mentary, two-column form is used throughout. In general the de- 
tails given aire confined to a very brief indication of the nature oi 
the transaction coupled with a reference to underlying documents. 
As stated in the preceding chapter descriptive details are largely 
suppressed in modern journalizing. The series of numbers used to 
refer to cost invoices may be assumed to be a means of designation 
employed in the Company’s office rather than the original numbers 
attached by the vendors. Series of numbers are also used to designate 
the checks issued, tlie invoices employed in connection with credit 
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sales, etc. The purpose of the references is to suggest the nature of 
some of the documents lying back of the various classes of transac- 
tions and to emphasize the need of attaching to accounting entries 
some means of tracing the source of the data. In some cases, no 
doubt, the date of the transaction and the account titles furnish a 
sufficient means of identification. 

The journal pages are numbered and each page is footed and 
proved, but the footings are not carried forward as is sometimes done. 
For each day the date is indicated only for the first transaction. The 
cash sales of each day are journalized as a single transaction. Such 
summarizing is especially desirable where a large number of similar 
transactions occur daily. The numbers in the ledger reference col- 
umn are those attached to the ledger accounts (see pages 152-154), 

Recording of the net cost of store equipment immediately is pre- 
ferred procedure. If the gross amount were recognized at date of 
purchase it would be necessary to credit equipment with |25 at date 
of payment. 

Charging the prepayment for telephone service directly to an ex- 
pense account results in a temporary misstatement. However, in 
the case of current service costs this procedure is often followed and 
it is not seriously objectionable provided the proper adjustments are 
made at the end of the accounting period. 

The transportation cost of purchases (July 5, and later) is charged 
directly to merchandise account. A separate account can be used 
for such charges, but as a rule this is not necessary and may encour- 
age improper periodic assignment of charges. Transportation cost 
of merchandise, like the installation cost of equipment, is just as 
clearly an element of the cost of goods as the invoice price. Indeed, 
where goods are acquired with delivery charges paid to the buyer’s 
place of business the cost of transportation may be included, with 
or without segregation, in the amount of the invoice. In some situa- 
tions periodic freight bills include charges on deliveries to customers 
as well as the amount of in-freight, and here a careful split of the 
total cost is necessary. If a separate transportation account is used 
it is important that the amount therein be correctly applied at the 
end of each period. 

The recording of the return of merchandise to Paley 8c Co. on 
July 5 assumes that the vendor will accept the return and issue a 
credit memo to John Newlin Co. 
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The transactions for the period July 17-31 are recorded in sum- 
mary form, in accordance with the way in which the data are given. 

The use of the simple form of journal in this example does not 
mean that this form is being recommended, for actual enterprises, 
as an exclusive journalizing medium. Journal developments are 
considered in later chapters. 

Comments on Adjusting and Closing Entries. The account titles 
selected and the steps followed in the process of making adjusting 
and closing entries in this case are purely illustrative; many reason- 
able variations are possible. It should be emphasized, however, that 
no procedures are justified which do not conform to the conditions 
given and which yield improper figures with respect to amounts of 
revenue, expenses, net income, assets, liabilities, and stockholders’ 
equity. “Reasonable variations” in procedure, in other words, alter 
neither facts nor conclusions. 

Internal, functional classification of costs is not emphasized in this 
example. Thus the cost of services of employees is charged directly 
to expense and revenue, without reclassification. Supplies expense, 
depreciation, and taxes are similarly handled. Car depreciation 
might be charged to “Car Operation” instead of “Depreciation,” 
although the procedure followed has the advantage of showing alb 
depreciation cost in a single account. The amounts of estimated 
depreciation are credited directly to the asset accounts. An alterna- 
tive— and much more common— procedure is explained in a later 
chapter. I ; 

The entries necessary to recognize accrued salaries, taxes, 4u4 in- 
terest are in a distinct class in that they place on the books dharges 
and liabilities not previously recognized. In all other cases \m the 
illustration the process of adjusting and closing consists of Porting 
out and assembling revenue and cost data already recorded in 
original form. 

LEDGER ACCOUNTS— JOHN NEWLIN CO. ; 

(Following are selected accounts from the ledger of John Ney/^lin 
Co. The other accounts may be readily prepared from the jiDuIrnal 
entries given.) I i 
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GASH (1) 




J. R. WALTERS (6) 
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MERCHANDISE 


153 


( 7 ) 


1949 

July 

1 

5 

5 

5 

11 

16 

17 

17 

-31 

-31 

ji 

J2 

J2 

J2 

J4 

J4 

J5 

J5 

5,000 

500 

600 

75 

20 

400 

1,100 

100 

7,795 

00 

00 

00 

00 

00 

00 

00 

00 

1949 

July 

5 

31 

31 

Balance 

J2 

J6 

V 

40 

3,805 

3,950 

00 

00 

00 





7,795 

00 





7,795 

w 

Aug. 

"T 

Balance 

V 

3,950 

00 











OFFICE SUPPLIES 


(8) 


1949 






1949 





- 

July 

2 


ji 

100 

00 

July 

31 


J6 

50 

00 


16 


J5 

5 

00 


31 

Balance 

V 

75 

00 


17 

-31 

J5 

20 

00 











125 

00 











125 

00 





125 


Aug. 

“1 

Balance 

V 

75 

00 










OFFICE 


iUIP 

M] 

ENT 


(1 

S) 


1949 






1949 



........ 



July 

1 


JI 

300 

00 

July 

31 


J6 

3 

00 





31 

Balance 

V' 

297 

00 





300 

00 





300 

00 

Aug. 

1 

Balance 

V 

297 

00 










N. W. 

HART 


(18) 

1949 






1949 






July 

11 


J3 

300 

00 

July 

1 


JI 

300 

00 





PALI 

SY 

& c 

::o 



(20 


1949 






1949 






July 

5 


J2 

40 

00 

July 

5 


J2 

500 

00 

17 

-31 

J5 

460 

00 

17 

-31 

J5 

500 

00 





500 

00 




1,000 

00 


31 

Balance 

V 

500 

00 











1,000 

00 

l^-ug. 




1,000 

00 






i 


~T 

Balance 


500 

00 
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SALES (33) 


1949 

— 




1949 



July 

5 


J2 50 

00 

July 2 

42 

50 00 


31 


J6 4,965 

00 

2 


135 00 






5 

.12 

385 00 






5 

J2 

100 00 






6 

.13 

150 00 






8 

.13 

100 00 






9 

.13 

20000 






9 

.13 

35 00 






11 

.13 

70 00 






11 

J4 

100 00 






11 

J4 

35 00 






13 

J4 

150 00 






15 

J4 

50 00 






15 

J4 

350 00 






16 

J4 

500 00 






16 

J4 

200 00 






17-31 

J5 

1,500 00 






17 -31 ’ 

J5 

905 00 








5,015 00 




5,015 




5,015 00 


ii 



For the sake of clearness the closing entries are shown here in 
greater detail than would be necessary in practice. It would be pos- 
sible to assemble all charges and credits to “Expense and Revenue'* 
and reduce them to a single debit and one credit entry, although if 
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this were done the summary operating account would not furnish a 
convenient source of information for the income statement. 

Comments on Ledger Accounts. In this illustration the list of 
accounts (see pages 140-141) is arranged by main groups, with some 
reference to the order in which they will be used for statement pur- 
poses. Alphabetic listing may be useful, particularly in subsidiary 
ledgers; arrangement and titles may also stress departmental char- 
acter, location (in the case of physical assets), and other means of 
identification. Rearrangement is facilitated by the use of a loose- 
leaf ledger. In the example each account is considered to be re- 
corded on a separate sheet or card and is given a number for the 
purpose of journal reference. 

The dates attached to the ledger entries in the selected accounts 
shown correspond to the dates of the transactions as shown in the 
journal. This need not be taken to indicate that each day’s journal 
entries are immediately posted; it is possible to match ledger and 
journal dates even if posting is postponed provided the process is 
accomplished in terms of individual journal entries, each of which 
is given a specific date. As explained before, the data for the period 
July 17-31 are given in combined form and are journalized and 
posted accordingly. 

The italicized footings shown in certain accounts are for the pur- 
pose of compiling the trial balance as of July 31, before adjusting 
and closing entries are recorded. Where only one figure appears 
on either side of an account such figure represents a footing as it 
stands. 

Complete balancing and ruling of accounts is undertaken only at 
the end of the regular accounting period. However, in the case of 
cash, bank accounts, accounts receivable, and accounts payable, bal- 
ances may be required frequently (although it does not follow that 
formal ruling is desirable in this connection). 

For the sake of consistency, and to emphasize sharply the dis- 
tinction between periods, the balancing and ruling procedure may 
be followed even in the case of accounts such as “Land,” with only 
a single entry. It is recommended that formal column totals be 
shown in the case of all accounts which have more than one entry in 
one or both columns. It should be borne in mind that with a period 
of greater length, and more entries per account, the process of book- 
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keeping is not so heavily loaded with balancing procedure as it is in 
this illustration. 


John Newlin Co. 


Trial Balance, July 31, 1949 


LF 

Account Titles 

Dr. 1 

Cr. 

1 

1 

Gash 

$ 4,610 

00 

1 4,510 

00 

2 

State Savings Bank 

24,140 

00 

18,790 

00 

3 

Z. G. Dixon 

150 

00 



4 

R. J. Parsons 

245 

00 

140 

00 

6 

J. R. Walters 

450 

00 

350 

00 

7 

i Merchandise 

7,795 

00 

40 

00 

8 

Office Supplies 

125 

00 



9 

Store Supplies 

110 

00 


!. 

10 

Rent — L. O. Irwin 

300 

00 

275 

loo 

11 

Insurance — Atlantic Gasualty Go 

100 

00 



12 

Land 

5,000 

00 



13 

Building 

10,000 

00 



14 

Store Equipment . 

500 

00 



15 

Office Equipment 

300 

00 



16 

Gar 

1,000 

00 



20 

Paley & Co 

50o! 

00 

i,ooo' 

00 

23 

E. P. Smith Co 

800 

00 

1,400 

00 

27 

Notes Payable 



5,000 

00 

29 

Mortgage Payable 



5,000 

00 

30 i 

Capital Stock — John Newlin 



10,000 

00 

31 ‘ 

Capital Stock — Henry Newlin 



5,000 

00 

33 ; 

Sales 

50 

00 

5,015 

00 

36 

Services of Employees 

200 

00 



38 

Advertising . 

60 

00 



39 

Gar Operation . . 

25 

00 



41 

Miscellaneous Expense ........ 

60 

00 





$56,520 

00 

$56,520 

00 


Comments on Trial Balance and Schedule of Final Ledger Balances. 
The trial balance shown above is prepared after all business trans- 
actions for the month have been journalized and posted hut before 
the adjusting and closing entries are recorded. It is compiled in this 
case in terms of total debit and credit lootings, account by account. 
(The accounts showing equal footings are not included.) In prac- 
tice the trial balance of debit and credit differences is more common, 
but the method followed here has merit, particularly from the stand- 
point of the beginning student. The arrangement of titles follows 
the order in which the ledger accounts are presented. 

The compilation of final balances (page 157) serves as an addi- 
tional check on bookkeeping accuracy. Such a schedule represents 
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John Newlin Go. 


Final Ledger Balances, July 31, 1949 


LF 

Account Titles 

Dr. 

Cr. 

1 

Gash 

$ 100 

00 

$ 


2 

State Savings Bank 

5,350 

00 



3 

Z. G. Dixon 

150 

00 



4 

R. J. Parsons 

105 

00 



6 

J. R. Walters 

100 

00 



7 

Merchandise 

3,950 

00 



8 

Office Supplies • . 

75 

00 



9 

Store Supplies 

60 

00 



11 

Insurance — Atlantic Gasualty Go 

95 

00 



12 

Land 

5,000 

00 



13 

Building 

9,980 

00 



14 

Store Equipment 

496 

00 



15 

Office Equipment. ......... 

297 

00 



16 

Gar 

970 

00 



20 

Paley & Go 



500 

00 

23 

E. P. Smith Co. . . . . , . . 



600 

00 

24 

Wages and Salaries Payable, . . . 



500 

00 

25 

Taxes Payable 



75 

00 

26 

Interest Accrued Payable 



32 

19 

27 

Notes Payable. 



5,000 

00 

29 

Mortgage Payable 



5,000 

00 

30 

Capital Stock-— John Newlin 



10,000 

00 

31 

Capital Stock — Henry Newlin . . . 



5,000 

00 

32 

Retained Earnings 



20 

81 



$26,728 

00 

$26,728 

00 





i 



John Newun Go. 

Income Statement 
Month of July, 1949 

Sales (less returns of $50.00) .... . . . , . $4,965,00 

Expenses and Taxes: 

Merchandise Cost of Sales $3,805.00 

Services of Employees . . . ... . . . . 700.00 

Supplies Expense. . , . ... . . . . . 100,00 

Advertising 60.00 

Gar Operation ... . . . . . . . . . 25.00 

Depreciation . . . . 57.00 

Rent’*'. 25.00 

Miscellaneous Expense . . - . .... . . 65.00 

Taxes. . . ! . . . . . ...... 75.00 4,912.00 


Net Income $ 53.00 

Interest Gharges. . . . . . . . . • * • - 32.19 


Earnings ■ of :StockhoMeMV'- • . . y' S 20.81 

Retained Earnings, July 1 . . - . . . .... Q 


Retained Earnings, July 31 (see position statement) . . * $ 20.81 


*Rent applicable to period July 1-8, prior to purchase of land and building. 


158 


ESSENTIALS OF ACCOUNTING 


the condition of the ledger after the process of bookkeeping for the 
period is complete and the accounts have been again reduced to their 
lowest terms, asset and equity balances. A schedule of this character, 
however, does not constitute a satisfactory form of statement for 
report purposes. 

John Newlin Go. 

Position Statement 
July 31, 1949 

Asseis 

Current; 

Cash on Hand $ 100.00 

State Savings Bank 5,350.00 

Accounts Receivable 355.00 

Merchandise 3,950.00 

Supplies 135.00 

Unexpired Insurance 95.00 | 9,985.00 

Fixed; 

Land $ 5,000.00 

Building* 9,980.00 

Store Equipment* 496.00 

Office Equipment * . 297.00 

Car* 970.00 16,743.00 

$26,728.00 


Equities 

Current Liabilities: 

Accounts Payable $ 1,100.00 

Notes Payable (5%, due July 7, 1950) 5,000.00 

Wages and Salaries Payable 500.00 

Taxes Payable 75.00 

Interest Accrued Payable 32.19 $ 6,707.19 

Mortgage Payable (5%, due July 8, 1954) . . . . 5,000.00 

Total Liabilities . . . . . , . . . . . $11,707.19 

Stockholders’ Equity; 

Capital Stock .... .... . . . , $15,000.00 

Retained Earnings (see income statement) . . . . 20.81 15,020.81 

^ $26,728"00 

* Cost less depreciation. 

Comments on Statements. The income statement (page 157) is com- 
piled largely from the expense and revenue account, and each of 
the charges to this account is represented by an item in the state- 
ment. If desired the expenses might be shown in less detail. 

Interest charges are shown as a deduction from “net income.” 
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in line with the discussion in Chapter VI. In this case the amount 
of “borrowed capital” is relatively large. 

It is noticeable that the earnings of stockholders for the month is 
of negligible amount. This need not be surprising for a new busi- 
ness, just getting under way. In general the single month is a less 
significant period for income reckoning than the year. The short 
period is used here for the purpose of abridging the illustration. 

The position statement (page 158) is compiled from the schedule 
of final ledger balances. The two items of supplies as shown by the 
ledger are combined in the statement. The accounts receivable and 
the accounts payable are shown in totals, with the names of the in- 
dividual debtors and creditors suppressed. 

Note that the two statements are tied together through the item 
of retained earnings. 

Summary of Bookkeeping Process. At this point it is w^orthwhile 
to summarize by listing the main steps or operations which comprise 
the process of bookkeeping, particularly in its elementary form. 
These are: 

1 . Journalizing day-to-day business transactions. 

2. Posting — transferring the journal entries for ordinary transactions to the 
ledger. 

3. Periodic footing of accounts and proving of ledger through trial balance. 

4. Preparing adjusting and closing entries in journal form. 

5. Posting adjusting and closing entries. 

6. Final proving of ledger. 

7. Formal balancing and ruling of accounts. 
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CONTROLLING ACCOUNTS AND SUBSIDIARY LEDGERS 


Controilmg Accounts—DefinitioB and Purpose. A ‘‘controlling’* 
account may be defined as an account which exhibits in summary 
form data which are shown elsewhere^ concurrently^ in detail In 
each case the accounts controlled or summarized, a more or less ex- 
tensive group, constitute a specialized subsidiary ledger. Control- 
ling accounts should be distinguished from summarizing accounts 
which are used periodically to recapitulate particular classes of data. 
The controlling account is a continuous record, matched by a list of 
supporting accounts. 

The controlling account is a iiseful device where it is desired to 
have available a continuous summary of some important group of 
accounts, or, put conversely, where it is advisable to maintain a con- 
tinuous detailed classification to support one of the primary ledger 
elements. It is a convenience to the management, for example, to be 
able to determine at a moment’s notice the amount of outstanding 
customers’ balances, and to serve this need, if the accounts are at all 
numerous, the general ledger should include an account-labeled 
“Accounts Receivable,” “Customers’ Ledger,” or by other appropri- 
ate title—which is a control or summary of the ledger of customers’ 
accounts. Similarly, the management may wish to be supplied with 
frequent reports of the total net balance of the current creditors’ 
accounts, and the use of a summary “Accounts Payable” in the gen- 
eral ledger facilitates the preparation of such reports. Another 
common example of the controlling account, of a somewhat different 
type, is the materials or merchandise account of the general ledger 
which is supported by a more or less elaborate stores ledger. 

It should be emphasized that the use of controlling summaries in 

160 
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connection with customers' and creditors' accounts is optional, 
whereas the maintenance of the individual accounts is absolutely 
necessary. What is required in this connection are accurate records 
which exhibit at all times the status of each party involved, and con- 
trolling accounts are evidently of no yalue in determining the 
amount due from the particular customer or due to the particular 
creditor. In the case of merchandise, equipment, or other current 
or fixed costs, on the other hand, the accounts which show such costs 
by broad classes are, in a sense, the essential records, while the sup- 
porting classifications and ledgers are a product of the nature of the 
enterprise and of managerial policy, and vary in character and extent 
with these factors. 

The reasonable use of controlling accounts is advantageous from 
the standpoint of the check on clerical accuracy thereby afforded, 
it is a maxim of good bookkeeping that the controlling account must 
be in agreement with the group of individual accounts which it sum- 
marizes, or vice versa, and any discrepancy between the two related 
records is a signal for a careful investigation covering the entries 
themselves and the procedure employed. This point is especially 
significant only where large groups of active accounts are involved, 
and it does not warrant the unlimited development of duplicate 
recording. 

Where controlling accounts are freely used the number of ac- 
counts required for the general ledger is much reduced, and this 
makes it possible, even in large enterprises, to keep all of the accounts 
of the business, in summary if not in detail, in one volume or binder. 
The backbone of the entire system can thus be maintained in com- 
pact form, and this is a marked convenience, especially in connection 
with the preparation of the financial statements. 

Extent of Use of Subsidiary Ledgers. In small concerns the use of 
controlling accounts and subsidiary ledgers seldom is carried beyond 
accounts receivable, accounts payable, and merchandise or stores. 
In the large corporation, on the other hand, the ledger records are 
I sometimes elaborated to such a point that the majority of the ac- 
I counts in the general ledger are supported by formal specialized 
Pledgers or by detailed statistical records akin to subsidiary ledgers. 
The accounts with fixed assets such as land, buildings, and equip- 
ment, for example, control card files or other types of records in 
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which the unit is the particular parcel o£ land or the specific build- 
ing or machine (or, in some cases, the particular structural element 
of the building or machine). The main accounts with notes receiv- 
able, and securities owned such as stocks and bonds, are supported 
by records of particular issues and blocks. The inventory accounts, 
representing the balances of raw materials, supplies, work in process, 
and finished goods, are matched by a group of detailed ledgers and 
other underlying records. The capital stock account is a summary 
of the accounts showing the holdings of the individual stockholders, 
and in the case of registered bonds the main account is similarly sub- 
divided in the “bondholders’ ledger.” Other examples might be 
added, but those given will suffice to suggest the extent to which the 
general-ledger elements, aside from current receivables and payables, 
may be accompanied by a scheme of subsidiary ledgers. 

The controlling account device is sometimes carried beyond the 
use of a second level of accounts. Where it is desired to classify types 
of data in the accounts in considerable detail, and summarize at two 
or more stages, or from two or more points of view, intermediate con- 
trolling accounts are introduced and as a result three or more levels 
of accounting data are established. For example, a company manu- 
facturing and distributing electric power may use an account entitled 
“‘Distribution System” to summarize all asset costs of this general 
class; this account may be subdivided into a number of second-level 
accounts such as “Poles, Towers, and Fixtures;” and the subordinate 
controls may in turn be supported by detail accounts such as “Cross- 
arms and Braces.” The only limit to development along this line is 
that of expediency, as the system is technically susceptible of any de- 
gree of elaboration desired. 

Arrangement and Designation of Accounts. In the development of 
the scheme of general-ledger accounts, as explained earlier, the ba:sic 
lines of division are those which emphasize the underlying position- 
statement groups (assets, liabilities, and proprietary equities) and the 
main sections of the income report (revenues, expenses and taxes, 
and income charges). Within each group the arrangement may w^ell 
stress order of use in statement preparation. For the subsidiary led- 
gers, where the individual accounts are often very numerous (some- 
times running into the thousands), the accounts are classified first in 
terms of such factors as kinds of commodities, departments, plants. 



CONTROLLING ACCOUNTS AND SUBSIDIARY LEDGERS 163 

etc. and the individual accounts composing each major section are - 
arranged in alphabetic (or numeric) sequence. For example, the 
customers’ ledger o£ a mail-order house doing a widespread credit 
business may be broken up into territorial sections, with the accounts 
of each section arranged alphabetically by customers’ names. Often 
a separate binder or file is used for each main group of subsidiary 
accounts, and in some cases the controlling account is similarly sub- 
divided. 

The use of a system of numbers as a means of designation and ar- 
rangement is especially helpful in organizing the detailed records of 
such assets as materials or equipment. Under the usual numeric 
plan a group of numbers, large enough to take care of any probable 
expansion, is assigned to each controlling account and the cor- 
responding subsidiary ledger. The numbers 1000-1999, for example, 
may be employed to designate the accounts with raw materials— 1000 
being the number of the controlling account with 1001-1999 re- 
served for the supporting records. Through the use of decimals (or 
by attaching small or capital letters) any desired degree of elabora- 
tion can be achieved. 

) To facilitate efficient handling and proper arrangement of sub- 
sidiary accounts loose-leaf binders or files of separate sheets should 
^ usually be employed. 

Posting Controlling and Subsidiary Accounts. All entries affecting 
a controlling account must be recorded in the proper subsidiary 
record as well as in the control. To accomplish this, evidently, such 
entries must be posted twice, once to the subsidiary account involved 
and once to the control. This adds to the work of recording, espe- 
cially if it is assumed that the simple two-column Journal is employed 
as the journalizing medium. 

To illustrate, the Smith Tire Co., a concern operating a tire shop 
and handling several makes and sizes of tires, maintains a con- 
trolling account for tires supported by a subsidiary ledger in which 
shipments received are recorded by make and size. The concern 
also uses controlling accounts in connection with customers’ and 
creditors’ ledgers. On July 19 a shipment is received on account 
from the United Rubber Co.; the size is 7.00-16 and the amount of 
the invoice |500. If the two-column journal were used it would be 
necessary to record this transaction somewhat as follows: 
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July 


19 


Tires Control . 

(United — size 7.00-16) 
Accounts Payable . 
(United Rubber Co.) 


41 

$500 

00 



28 



$50oj 


63 




00 

12 






In posting this transaction the debit entry must be charged to the 
main tires account (general-ledger folio :]^^41) and also to the card or 
sheet for United— size 7.00-16 (stores-ledger folio ^2S), Similarly 
the credit entry must be credited to the controlling liability account 
(general-ledger folio #63) and to the account with the specific cred- 
itor (creditors’-ledger folio #12). It should be noted that while all 
account titles are displayed in the illustration the debit and credit 
entries are recorded only once each in the journal columns. It would 
be necessary to adhere to this procedure if the journal pages were to 
prove, as in many transactions the duplicate posting would be re- 
quired with respect to only one side of the entry. For example, if 
R. B. Wallace, a customer, paid |25 on account the transaction 
would be journalized by a single debit to the cash account (assuming, 
as would normally be the case, that there was no subsidiary ledger 
corresponding to this account), a credit to the controlling account for 
customers, and a credit to the specific account with R. B. Wallace. 
It should also be noted that in the form shown above the general- 
ledger titles are given the prominent position and are in line with 
the entries in the money columns, while the titles of the accounts in 
the subsidiary ledgers are subordinated as to position and are shown 
in parentheses. There is no essential virtue in this procedure and 
the reverse arrangement might readily be followed. 

^ In practice, fortunately, duplicate posting, item by item, is largely 
eliminated through the use of the divided-column journal and other 
^ summarizing devices. Indeed, the development of controlling ac- 
counts naturally accompanies the introduction of improved journal- 
izing media. In later chapters the procedure in this connection is 
explained. Posting to subsidiary accounts, moreover, is often ac- 
complished directly from invoices, requisitions, and other original 
documents rather than from columnar journals. 

Comparison of Controls and Subsidiary Ledgers. At frequent in- 
tervals the condition of the subsidiary ledger should be compared 
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with the status of the controlling account. If the two records are 
found to be in agreement it is reasonable to conclude that the trans- 
actions involved have been properly posted, especially where the 
processes of posting to the control and to the subsidiary-ledger, and 
the computations involved, are in substantial degree distinct and 
independent operations. If upon comparison the two records are 
found not to be in harmony, every effort should be made to discover 
the error or errors and measures should be taken— where possible— to 
prevent recurrence of the difficulty. These comparisons, and the 
resulting reconciliations where needed, are an important feature of 
internal audit and must not be neglected. 

The procedure to be followed in comparing controlling and sub- 
sidiary data depends upon the occasion and the type of record in- 
volved. At the close of the regular accounting period, and particu- 
larly in connection with such formal subsidiary ledgers as those 
embracing the accounts receivable and the accounts payable, the 
preparation of a schedule of the subsidiary ledger, account by ac- 
count, may be desirable. After such a schedule is drawn off the 
footings of the debit and credit columns are calculated and the foot- 
ings (or their difference) are compared with the respective totals (or 
the net balance) of the controlling account. See illustrations on 
pages 166 and 170. At interim dates, on the other hand, it may 
suffice to take an adding-machine tape of the accounts in the sub- 
sidiary record and compare the condition of the ledgers so determined 
with the condition of the control. 

Where two or more general-ledger accounts are used to control a 
subsidiary ledger— not a very common situation— it is of course neces- 
sary to combine the figures for the controls in making the compari- 
son. Suppose, for example, that in a particular case the accounts 
receivable draw interest under certain conditions and that the in- 
terest accruals are regularly entered in the individual accounts of the 
customers’ ledger but are charged in total to a special interest-receiv- 
able account in the general ledger rather than to the main control. 
In this situation, clearly, the figures from the interest-receivable ac- 
count would have to be included in the computation in proving the 
subsidiary ledger. 

Asset and Liability Balances in Customers* Ledger. In connection 
with accounts receivable a special complication sometimes arises in 
comparing the schedule of the subsidiary ledger with the controlling 
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Rowe Company 


Schedule of Customers’ Ledger, December 31, 1949 


Sheet 

No. 

Customers 

Debit 

Totals 

Credit 

Totals 

Debit 

Balances 

Credit 

Balances 

3 

Ralph Abbott. 

S 450 

00 

$ 325 

00 

$ 125 

00 

1 


5 

D. G. Cook .... 

600 

00 

625 

00 



iTi 

CM 

m: 

oc 

6 

A. L. Dobey & Son . 

1,600 

00 

1,450 

00 

150 

00 



7 

A. Dombras .... 

540 

00 

400 

00 

140 

00 



9 

W. D. Ferniand . 

250 

00 

200 

00 

50 

00 



12 

Hatton Gasoline Co. . 

380 

00 

360 

00 

20 

00 



20 

H. A. Rouse .... 

430 

00 

350 

00 

80 

00 



21 

N. A. Sanders. 



10 

00 



10 

00 

23 

H. Bruce Spencer. 

500 

00 

400 

00 

100 

00 



26 

Cyrus Tatlock. . 

300 

00 

315 

00 



15 

00 

27 

U. S. Trumbull , . . 

790 

00 

700 

00 

90 

00 



28 

Vardon & Smead 

1,350 

00 

1,130 

00 

220 

00 



30 

W.T. Williams . , . 

15 

00 



15 

00 



32 

H. R. Wonder . . . 

50 

00 



50 

00 



33 

E. E. Wurster. 

200 

00 

190 

00 

10 

00 




Accounts in Balance . 

2,545 

00 

2,545 

00 







o 

o 

o 

o 

00 

$9,000 

00 

$1,050 

00 

$ 50 

00 


Accounts Receivable — 










General Ledger 







1 1,000 

00 







I 

I 

1 $1,050 

00 


account at the close of the accounting period. An open customer's ac- 
count in the typical case shows an excess of debits over credits. It 
occasionally happens, however, that due to payments in advance or 
the granting of special credits in connection with returns or other 
circumstances, a particular customer's account comes to have a credit 
balance temporarily. Such credit balances are evidently not receiv- 
ables and they must be segregated and recognized as a liability in the 
position statement. Under such circumstances the balance of the 
controlling account, to which has been posted the equivalent of all 
entries in the customers' ledger, will be equal to the difference be- 
tween the liability represented by certain customers' accounts and 
the asset represented by all the other accounts in this group; that is, 
the controlling account will be in harmony with the net balance of 
the customers' ledger taken as a whole, but will not agree with the 
actual amount of receivables outstanding. 

One method of dealing with the situation is to make adjusting 
entries by which there is charged to the regular controlling account 
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the amount of the credit balances in particular customers' accounts, 
the same amount being credited to an account labeled “Advances 
by Customers," or some similar caption. Then “Accounts Receiv- 
able" and “Advances by Customers" taken together can be said to 
control the customers' ledger, the first account named representing 
ail those accounts in this ledger showing debit balances and the 
second all the accounts with credit balances. By this means the gen- 
eral-ledger accounts reflect the correct treatment of the customers' 
ledger for statement purposes. 

To illustrate, assume that the controlling account for the cus- 
tomers' ledger of the Rowe Co. at the close of the first period of 
operation shows total debits of $10,000 and total credits of $9,000, 
or a debit balance of $1,000. Assume, further, that an examination 
of the customers’ ledger reveals that there are twelve accounts which 
have debit balances totaling $1,050 and three accounts with credit 
balances which amount to $50, as shown by the abstract of the sub- 
sidiary ledger on page 166. In the position statement at this time, 
accordingly, an asset balance must be listed for accounts receivable 
of $1,050 and a liability balance of $50 must appear to cover the 
credit balances in customers' accounts. The general ledger, how- 
ever, shows a net balance of $1,000 under accounts receivable. This 
is correct from an arithmetical standpoint but does not represent the 
true state of affairs from the standpoint of the position statement. To 
bring the controlling account into harmony with the actual financial 
condition as shown by the subsidiary accounts it is therefore neces- 
sary to make an adjusting journal entry as follows: 


Accounts Receivable . . . . . . . . . . , $50 

Advances by Customers . $50 


The new account established by these entries is a supplementary 
control, the details of which appear in the credit balances in the 
customers' ledger. At the beginning of the next period, having 
served its immediate purpose, it may be combined with the main 
control by entries reversing the adjusting entries shown above; an- 
other adjustment is then made at the close of the period as conditions 
existing at that time require. Or it may be allowed to stand un- 
changed until the end of the period, and at that time be reconciled 
with the new schedule of customers' accounts showing credit bal- 
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antes by means of a net transfer from the main control to the liability 
account (if the total of outstanding credit balances shows an increase 
over the amount at the beginning of the period) or a net trans- 
fer in the other direction (if the total of credit balances shows a 
decrease). 

If the supplementary account is maintained as a continuous rec- 
ord it is usually inexpedient, from the standpoint of efficiency in 
journalizing and posting, to attempt to record any entries therein 
during the course of the period. Instead all transactions with cus- 
tomers should be reflected in the regular controlling account, no 
attempt being made to distinguish between entries resulting in debit 
balances and those bringing about credit balances until the time 
comes to prepare another position statement. An exception arises 
where a special group of customers, as a regular procedure, make 
payment in advance of delivery. In such cases it may be advisable 
to maintain an active control for this group of accounts. 

If the statement figures are taken directly from a schedule of the 
subsidiary ledger which segregates debit and credit balances the 
general ledger may be allowed to stand without adjustment, although 
this means that the general ledger is then not literally in harmony 
with the statement. Another possibility is to increase the debit 
balance of the control and enter the total of the credit balances ol 
the subsidiary ledger as a control credit ^‘balance.'' By this means 
the single control does double duty, and no formal adjusting entries 
are required. 

Any clear-cut procedure is permissible which results in a correct 
statement of the asset and liability elements involved, and by the 
same token no procedure is proper which introduces any degree of 
cancellation in reporting basic data. 

Debit Balances in Creditors’ Ledger. A problem similar to that just 
discussed often arises in connection with the creditors’ ledger and the 
corresponding controlling account. The typical creditor’s account 
shows a credit balance, or no balance, from time to time throughout 
its history. Where, however, advances are made on orders, goods 
are returned for which payment has been made, or special allowances 
for defects, price changes, or other causes are made by the creditor, 
the particular account involved may come to have a debit balance, 
at least temporarily. Such balances represent an asset and at the 
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dose of each period must be segregated and presented on the asset 
side of the position statement, while all of the accounts with creditors 
which exhibit credit balances must of course be shown, at least in 
summary form, as liabilities. 

To illustrate, assume that the controlling account for the creditors' 
ledger of the Rowe Co. at the close of the first period of operation 
shows total debits of $7,500 and total credits of $9,500, or a credit 
balance of $2,000. Assume, further, that a tabulation of the sub- 
sidiary ledger (see following page) discloses the fact that there art‘ 
eight accounts unth credit balances totaling $2,200 and two accounts 
mdth debit balances amounting to $200. The ledger shows, in other 
words, liabilities amounting to $2,200 and a special asset of $200, and 
this condition must be reflected in the position statement. To bring 
the controlling account into harmony with the situation from a 
statement standpoint, and thus avoid the error which would result 
from using the unadjusted controlling account in the trial balance as 
a basis for the data of the statement, adjusting entries may be made 
as follows: 


Advances to Creditors $200 

Accounts Payable $200 


As a result of this adjustment the controlling account, “Accounts 
Payable,” shows a credit balance of $2,200, and thus matches the 
total of the credit balances of the eight accounts referred to, and the 
supplementary control “Advances to Creditors” represen ts—in the 
general ledger— the sum of the two debit balances. 

With the opening of the following period the adjusting entries 
may be reversed, in which case a new adjustment is made at the end 
of the period as circumstances require; or, if the original entries are 
allowed to stand the next adjustment covers the amount of the net 
change.'' 

For suggestions as to alternative procedures see preceding discus- 
sion of the handling of the customers’ ledger. 

Controlling Accounts and Trial Balance. Where controlling ac- 
counts are in use care must be taken to insure that no entries are 
incorporated in the trial balance in duplicate, it would be possible 
to include all subsidiary accounts in the trial balance and omit all 
controls, bu^tj igjnore satisfactory procedure is to include the con- 
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Rowe Company 


Schedule of Creditors’ Ledger, December 31, 1949 


Sheet 

No. 

Creditors 

Debit 

Totals 

Credit 

Totals 

Debit 

Balances 

Credit 

Balances 

■ 1' 

Baxter Go 

$ 1,200 

00 

$1,500 

00 



S 300 

00 

,2 

Coast Power Go. . 

150 

00 

300 

00 



150 

00 

4 

A.J. Fox 

1,500 

00 

2,200 

00 



700 

00 

7 

Innes Mfg. Go. . 

100 

00 



$ 100 

00 



8 

Lyons and Minter 

600 

00 

800 

00 



200 

00 

9 

Racine Mills, Inc. 



200 

00 



200 

00 

13 

Saginaw Go 

500 

00 

900 

00 



400 

00 

17 

Tetrick Go. .... 

150 

00 

50 

00 

100 

00 



18 

Williams Go 

2,000 

00 

2,100 

00 



100 

00 

20 

O R. Wilson .... 

700 

00 

850 

00 



150 

00 


Accounts in Balance . 

600 

00 

600 

00 







$ 7,500 

00 

$ 9,500 

00 

$ 200 

bo 

12,200 



Accounts Payable — 










General Ledger 





2,000 

00 









$ 2,200 

00 




trolling accounts and exclude the detailed accounts from the trial 
balance proper. As already indicated, however, a schedule of each 
special ledger must be prepared and comj^ared with the correspond- 
ing master account, and if the two records are inconsistent— which 
means that errors are involved either in the summary or in the de- 
tailed accounts (or in both)— the mistakes must be located and a 
reconciliation effected before proceeding further. 

Where both debit and credit totals are shown in the trial balance, 
instead of debit and credit balances, this often means that individual 
accounts are being included, as an element in the control, which are 
'*in balance,” or which are not ‘‘open,” at the time the trial balance 
is taken. In the illustration of a schedule of accounts receivable, for 
example, it was necessary to include debit and credit totals for the 
accounts in balance in order to effect a complete reconciliation with 
the debit and credit footings of the controlling account. These fig- 
ures might be omitted, evidently, were it desired simply to show in 
detail the net balance of the controlling account. Completely in- 
active accounts— that is, accounts which had no balance at the begin- 
ning of the period and in which no entries have been made during 
the period— are of course excluded, as such accounts have no effect 
upon the current status of the controlling account. 

It may be noted that a schedule of subsidiary ledger balances, com- 
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pared with the controlling account, is often referred to as the ‘'trial 
balance” of the subsidiary ledger. 

Form of Subsidiary Ledger Accounts. The standard form of ledger 
account illustrated in the preceding chapter, with minor modifica- 
tions as desired, is satisfactory for the subsidiary ledger in some cases. 

Where it is desired to strike balances frequently, and to empha- 
size the amount of the balance, a convenient type of ledger page is 
one which is ruled in essentially the same manner as the two-column 
journal, with the addition of a column for balances. See the illus- 
tration below. This type of sheet provides more space for explana- 


Date Explanation JF Dr. Cr. Balance 


tions than is usually needed, although this may be a convenience 
where an itemized statement of account, to be mailed to the cus- 
tomer, and the ledger sheet, to be retained as the individual account, 
are prepared on the typewriter or other machine by a single opera- 
tion. It is sometimes objected to on the ground that in providing 
but one date column, and thus requiring the use of an entire line 
across the page for each entry, it is not economical of vertical space. 

By omitting or contracting the explanation column the journal 
type of ledger form can be readily ruled in such fashion that each 
sheet does double duty, as is suggested by the example shown below. 
This type of form is also very satisfactory for general-ledger purposes 




in many cases, although when used in this connection the retention 
of the “balance” columns is not essential. 
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In addition to space for name and address and columns for date, 
source of entries, cKarges, credits, and balance, forms used for cus- 
tomers' ledgers often provide for such details as invoice numbers, 
credit rating, credit limit, territorial or other classification, name of 
salesman or method of selling, etc. The form shown below, adapted 
from that employed by a large company which uses machine inetli- 
ods of billing and posting, illustrates some of these features. 


Name 

H. B. Warren 


Ratinar Til 


Address 

827 Golden Gate Ave, 


Limit ^IfiOO 


Piedmont, Cal. 


Territory Bay 








Date 

Source 

Salesman 

Charges 

Credits 

Balance 

Memo 

1/1/49 

1/10/49 

1/25/49 

1/31/49 

1/31/49 

Inv. E778 
Inv. E364 
Rem. Sheet 
Cr. Memo 

Wilbur 

Wilbur 

160 

130 

450 

50 

240 

400 

530 

80 

30 

Returns 


Highly specialized types of cards and sheets are often employed for 
accounts receivable and accounts payable. The form on page 173 
illustrates a type of sheet used by some apartment hotels which pre- 
pare itemized statements of account weekly and use copies of such 
statements for the individual accounts. Each of the seven money 
columns in this form is used to record the charges of one day. It 
should be noted that this form provides for determining any balance 
unpaid, to be forwarded to the next sheet, without the use of a 
special vertical column for collections. 

In stores ledgers and equipment ledgers a wide range of technical 
forms are employed. 

Horizontal-Line Forms. The use of a single horizontal line on a 
page or sheet, appropriately divided vertically, as the individual ac- 
count, is a distinctive subsidiary ledger development, and deserves 
special comment. This type of record, sometimes referred to as the 
‘^progressive" ledger, can be employed to greatest advantage in 
handling lists of names with respect to which regular periodic 
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Fairfax Hotel 






Buffalo, N. Y. 




No. 1278 




Room„ 

625 

Ghanere 





Rate 

Rate 






Date 12/4/49 

Date 


R. G, Hertler 



Clerk 

R.N.S. 

Clerk 


Acc’t Forward from No. 

To No. 

All Bills Due When Rendered 

Date 

12/4 

12/5 

12/6 

12/7 

12/8 

12/9 

12/10 

Bal. For’d 


9 

16 

26 

36 

48 

59 

Room 

5 

5 

5 

5 

5 

5 

5 

Restaurant 

3 

2 

3 

4 

4 

3 

4 

Valet 






1 

1 

Telephone 







1 


Total 

Credit 

9 

16 

26 

36 

48 

59 

72 

72 

Bal. ForM 

9 

16 

26 

36 

48 

59 



charges or credits (or both) must be recorded. The names are writ- 
ten at the left of each sheet (and may, for convenience, be repeated 
at the right margin if the sheet is of unusual width). The remaining 
space is divided into a succession of main vertical sections, usually in 
terms of days, weeks, or other periods, and each of these sections is in 
turn subdivided into money columns and such other columns as are 
needed. The structure of the individual account, accordingly, is a 
horizontal cross section of the vertical rulings. Where a bound 
volume is employed each pair of facing pages is usually treated as a 
single sheet. Through the use of insert sheets having no margins 
for names or other introductory data the accounts may be extended 
for a considerable period without forwarding. 

The progressive ledger is sometimes useful as a payroll record, and 
in handling accounts receivable under special circumstances. It can 
also be employed to show the status of individual stockholders and 
bondholders and the accounts of bank depositors. The so-called 
“bill book’’ or note register, in which is compiled a record of notes 
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receivable or notes payable by individual instruments, furnishes still 
another example of the use of a record of this type. 

As a ledger of receivables the form under consideration can be em- 
ployed particularly by utilities and other concerns which bill regu- 
larly for services rendered at fixed rates on a time basis, and by clubs 
and other organizations in which members are required to meet 
periodic dues and charges. 

Notwithstanding its advantages the use of this type of ledger form 
is on the wane rather than on the increase. It does not lend itself 
readily to machine methods, and pen-posted accounts for depositors, 
stockholders, customers, employees, etc. are rapidly passing out. It 
is also an inflexible form, as compared with card files or other loose- 
leaf systems of individual accounts, and this means that it is especially 
unsatisfactory where lists of names and other conditions are subject 
to frequent changes. 

Single-Column Accounts. Certain types of accounts, notably those 
covering revenues and expenses, are essentially one-column accounts. 
With the exception of correcting and closing figures the sales ac- 
count, for example, has only one class of entries, credits. Similarly 
most cost and expense accounts, with the limitation noted, contain a 
single type of entries, debits. This fact makes possible in many cases 
the use of the single vertical column as the essential account struc- 
ture, a practice which facilitates the recording and presentation of 
comparative data for a considerable number of periods in compact 
and convenient form. The form shown below indicates the type of 
record through which total sales (or any regularly recurring revenue 
or cost) may be recorded in terms of particular months for an entire 
year (the reverse side being used for the period July to December). 
If desired quarterly cumulative columns may be introduced in such 
forms. 


'■Account, No. 

... ■ '.Sheet.No. 

Day Re£. January M. February Re!, March Ref. 11 April Ref. 1 May Ref. June 
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Records of this comparative one-column type may be employed 
either as the main accounts for the data involved or to support gen- 
eral-ledger accounts of the ordinary two-column form. In the latter 
event the general-ledger entries may be derived by transferring the 
monthly footings of the subsidiary record to the appropriate account. 
The folio of the account to which the footing is transferred should 
of course be listed adjacent to the column footing. Or the function 
of the comparative record may be restricted to that of a subsidiary 
statistical sheet, matched by a general-ledger account which is regu- 
larly posted from underlying documents or journal forms. 

Where it becomes necessary to make correcting entries or other 
deductions in one-column accounts this can be readily accomplished 
through the use of red ink entries, enclosed entries (thus.C2?D). or by 
means of some other special method of designation. In footing a 
column in which there are deductions such entries must of course be 
separately aggregated and the total subtracted from the total of all 
regular entries to obtain the correct column footing. 

Questions 

1. Define the controlling account. Give an example. When and why is it 
desirable to use this device? 

2. Which is the more essential record in the case of accounts receivable and 
accounts payable, the controlling account or the account with the specific customer 
or creditor? Explain. In the case of merchandise which record is the more essen- 
tial, a summary of merchandise cost or a detailed stores ledger? 

3. Indicate the extent of the use of controlling accounts in the large corporation. 
Illustrate the use of “intermediate” controlling accounts. 

4. How should accounts be arranged in the general ledger? Discuss the arrange- 
ment and numbering of accounts in subsidiary ledgers. 

5. With an illustration show how controlling and subsidiary accounts would be 
posted from the simple two-column journal. 

6. Describe the procedure involved in comparing a subsidiary ledger and the 
corresponding control. Upon what occasions is such comparison essential? Illus- 
trate the use of two general-ledger accounts to control a single subordinate ledger. 

7. Under what circumstances may a liability element appear in the customer’s 
ledger? With an illustration show precisely how such a situation should be dealt 
with in reconciling the subsidiary ledger and the control. What is the proper treat- 
ment, in the position statement, of credit balances in customers’ accounts? 

8. Discuss the treatment of debit balances in the creditors’ ledger. 

9. What treatment should be accorded to the subsidiary ledger and the control- 
ling account in the preparation of the trial balance? 

10. What is meant by the “journal type” of ledger page? 

1 1 . Draw up a form of ledger sheet which you think would be suitable for the 
stock (merchandise) ledger for a shoe store. 
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12. Describe the Draw up such a form for use by a small build- 

ing and loan association in keeping the accounts of members who are making regular 
weekly payments in connection with their subscriptions for stock. 

13. Give examples of accounts which are essentially ‘*one-column” accounts. 
Describe the use of one-column comparative records as supporting accounts. 
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Self-Balancing Branch Accounts. Particular branches or offices often 
maintain self-balancing ledgers which “tie in“ with the main scheme 
of records. Assume, for example, that a division of the M Co., lo- 
cated at some distance from the main office, keeps its own special 
system of records, including accounts covering branch sales, receiv- 
ables, cash, etc. In itself such a subdivision of the accounts will not 
show an equation of debits and credits and to make the system self- 
balancing, and thus secure the clerical advantages which flow from 
this feature, a balancing account, “Main Office, “ is introduced. 
Similarly in the ledger at the Company’s headquarters a balancing 
“Branch Office” account is employed to cover the net effect of all 
entries recorded in detail on the books of the branch. Then when- 
ever a transaction involves the records of both offices both parts of 
the system are kept in balance through the use of the matched bal- 
ancing accounts. 

The procedure may be illustrated by referring to cash transfers. 
If a check for $1,000 is forwarded from the main office to the branch 
the transaction is recorded on the general books as follows: 

Branch Office . $1,000 

Bank $1,000 

The receipt of such cash by the branch is recorded on the branch 
books: 

Cash . $1,000 

Main Office $1,000 

Remittances by the branch likewise affect both ledgers. Assume, for 

177 
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example, that the branch manager sends a check for 1 1,000 to the 
main office. The entries on the branch books are: 


Main Office. $1,000 

Branch Bank SI, 000 

Upon receipt of this remittance the following entries are made at the 
main office: 

Cash 11,000 

Branch Office SI, 000 

Under a scheme of branch accounts as suggested the record of cer- 
tain types of transactions will be restricted to the branch ledger. 
Thus a cash sale at the branch would be recorded by a debit to the 
branch cash account and a credit to branch sales. Similarly a cash 
payment for office supplies would be booked by a charge to the 
proper cost account and a credit to branch cash. Separate journaliz- 
ing media are of course required in recording transactions which are 
to be posted to branch accounts. 

Periodically the „ accounts of the branch must be taken into con- 
sideration by the main office in preparing reports for the enterprise 
as a whole. For this purpose a trial balance of the branch accounts 
must be taken and the balancing accounts must be compared and 
reconciled as of the particular date. The trial balance of the branch 
may then be consolidated with the trial balance of the home office. 

Private Ledger. Another occasion for the segregation of certain 
ledger accounts into a semi-independent system arises where it is de- 
sired that information relative to officers’ salaries, profits, dividends, 
securities owned, etc. be restricted to the owners and one or more 
trusted employees. This can be accomplished through the separa- 
tion of the records into “private’’ and “general” books. All trans- 
actions involving confidential data are recorded in the private 
journal and posted to the private ledger. The private ledger is made 
self-balancing by the inclusion of a “general ledger” account. The 
general books, similarly, are kept in balance through the use of a 
“private ledger” account. Overlapping transactions, as in the case 
of like transactions in branch accounting, must be recorded in both 
sets of records. If the account with officers’ salaries is kept in the 
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private ledger, for example, while the cash account is kept in the 
general books, a cash payment on this account would be recorded in 
the private records by a debit to the salaries account and a credit to 
“General Ledger, and on the general books such a transaction 
would be entered as a charge to “Private Ledger” and a credit to the 
cash account. The problem of preparing periodic statements under 
such a system is likewise technically analogous to the handling oi 
branch accounts, although if the general office staff is to be kept in 
ignorance of results the work of consolidating and preparing adjust- 
ing and closing entries must be in the hands of the person or persons 
charged with keeping the private books. 

Under present-day conditions there is little justification for the 
use of the device of “private” books except, perhaps, in certain types 
of relatively small enterprises. The reports of leading corporations 
are now widely distributed and are available to any interested party, 
and business concerns in general are called upon to furnish detailed 
information regarding their financial condition and operations for 
various governmental purposes. 

Self-Balancing Subsidiary Ledgers. Through the use of a balancing 
account any subsidiary ledger, controlled by a general-ledger ac- 
count, can be made self-balancing. This procedure is particularly 
desirable where the work of handling the subsidiary accounts is in 
charge of a distinct person or group, located in a separate office, as it 
facilitates preparation of a “trial balance” of the ledger as a check on 
the accuracy of the work of the person or group involved. Assume, 
for example, that in a particular corporation the accounts of the 
individual stockholders—the capital stock ledger— are kept by a spe- 
cial staff outside the main accounting office of the company, and that 
a balancing account, “Capital Stock,” is charged with the daily totals 
of all credit entries to the individual accounts and is credited with 
the daily totals of all debit entries. With these conditions the sub- 
sidiary ledger is periodically '^proved” by comparing the total of the 
balances of the detailed accounts with the net amount of the sum- 
mary balancing account included in such ledger, and the correspond- 
ing controlling account in the general ledger is then verified by 
comparison with the balancing account. 

Offsetting Memorandum Accounts. Situations sometimes arise in 
which the management desires to give formal expression in debit and 
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credit entries to supplementary data which cannot be construed— 
immediately, if at any time— as representing asset or equity elements. 
In such circumstances, if the books are to remain in balance, it is 
necessary to introduce mutually offsetting memorandum accounts. 
For example, if estimated costs not actually incurred (such as interest 
on proprietary investment) are given recognition by actual entries 
within the formal accounting structure such charges must be offset- 
in effect canceled— by memorandum entries on the other side. Mem- 
orandum accounts should be employed only to meet compelling 
practical needs, and where such accounts are used they must be 
clearly labeled and must be disposed of in such manner as not to dis- 
turb the integrity of the financial statements. In general the system 
of debits and credits should be restricted to the data of the under- 
lying equation, elaborated in accordance with the conditions of 
operation, the needs of the management, and considerations of 
clerical expediency, and should not be burdened with supplementary 
types of information or lines of analysis, regardless of their impor- 
tance in particular connections. 

Mutually offsetting accounts are useful in recording types of 
receivables which are not deemed to constitute an adequate basis for 
revenue recognition. See discussion of installment sales in Chapter 
XXXII. 

Clearing Accounts. The clearing account is used wherever it is 
necessary or desirable to hold an entry (or entries) in a temporary 
record until final disposition has been determined. One occasion 
arises where a mixed aggregate of property is acquired for a lump- 
sum payment. In this situation it is convenient to record the original 
transaction by charging a clearing account with the total cost, pend- 
ing the allocation of such total to the appropriate asset accounts. 
The M Co., for example, pays |140,000 in cash for real estate and 
personal property consisting of land, building, and equipment. The 
appropriate entries to record the purchase are: 

j Cost of Property Purchased . . . , . . . .$140,000 

Cash . . .... $140,000 

On the basis of a careful appraisal it is estimated that the cost of the 
property should be classified as follows: land, $50,000; building, 
$60,000; equipment, $30,000. Accepting these figures the entries 
necessary to close the clearing account are: 
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Land . ■ . . . . . i . . ■ . , , , . , $ 50,000 

Building. 60,000 

Equipment 30,000 

Cost of Property Purchased ....... $140,000 


In many cases, of course, a much more detailed assignment of prop- 
erty would be in order. 

Losses and doubtful receivables are sometimes held in “suspense'' 
in special accounts, particularly in cases in which the final amount is 
in question. Where uninsured property is damaged by fire, for ex- 
ample, it is advisable to record the estimated amount of the loss 
temporarily under a special title; and where the damage is wholly or 
partly covered by insurance it may still be desirable to employ a sus- 
pense account until the terms of settlement, and the amount of bool; 
loss or gain, has been determined. The suspense account is also 
sometimes used to carry the amount of an error or discrepancy until 
the explanation has been found or final disposition otherwise or- 
dered. 

Suspense accounts should be resorted to only where there is gen- 
uine need for such a record and at the close of the regular period, if 
not sooner, it is desirable that all such accounts be closed. To use 
continuing suspense accounts for the purpose of carrying doubtful 
asset balances or to avoid making decisions as to the character of 
particular items is decidedly bad practice. 

Contra Accounts—Definition and Use. A further step in the elabo- 
ration of the system of accounts, and one which has been carried far 
in modern practice, is the introduction of what may be called the 
“contra" account. The contra account is an account which is used 
to exhibit^ for more or less lengthy periods ^ special deductions from 
some main heading. Such an account, in other words, is employed 
wherever it is desired to segregate and emphasize some distinctive 
negative or offsetting factor. 

The use of the contra account is not restricted to any particular 
class of data. The more important examples are found in conjunc- 
tion wdth the fixed assets, but contra-equity accounts frequently arise 
in corporate practice, and almost all enterprises afford instances of 
the use of this device in connection with current operating accounts. 
Unfortunately there is a common tendency to misinterpret contra 
accounts, and in some cases quite improper conclusions are drawn as 
a result. This is in part due to carelessness in selecting titles and in 
detei'mining the position of such accounts in the arrangement of the 
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ledger. To facilitate correct interpretation and sound treatment in 
the reports, each contra account should be given a title and number 
which emphasize the relation to the main account which is being 
modified. 

The division of a primary account into a record of typical and * 
ordinary positive and negative entries on the one hand and a record 
of special deductions or offsets on the other involves no additional 
principles of account structure or procedure. The use of this device 
represents nothing more than a special extension of the parallel- 
column scheme as outlined. In making and interpreting entries in 
contra accounts, however, care must be taken in all cases to recognize 
the final effects of such entries upon the parent accounts, and to pro- 
ceed accordingly. 

Contra Asset Accounts. The most important example of the contra 
asset account is the “allowance for depreciation.’* The purpose of 
this account is to show the estimated expired portion of the depreci- 
able assets^ and its use serves to indicate the conjectural and tentative 
character of the deduction and also permits the retention of the 
gross book amounts, undisturbed, in the main asset accounts. 

EQUIPMENT-COST 

$30^0001 


EQUIPMENT— ALLOWANCE FOR DEPRECIATION 
— ^ j $3,000 


For an illustration assume that the M Co. acquires equipment at a 
cost of 130,000 and that the management decides that the annual 
depreciation allowance for this class of property should be 10% of 
cost, or $3,000. Under these circumstances the depreciation for the 
first year of operation would be recorded, in summary, by a charge of 
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13,000 to the proper cost account or accounts and a credit for the 
same amount to a contra account, “Equipment— Alio ranee for De- 
preciation/* This credit entry is a substitute, under special title, for 
a direct credit to the main asset account, and it has substantially the 
same significance as it would have if it were immediately lodged in 
such account. In skeleton form the parent account and the contra 
supplement now stand as shown on preceding page. 

As suggested by this example the ideal practice is to use a distinct 
contra account for each class of depreciable asset recognized in the 
general ledger. 

Having divided the record of equipment into sections in this fash- 
ion it is necessary to read the two accounts together in determining 
the status of the asset. One account shows “gross book value,** in 
this case cost; the supplement exhibits the estimated accrued depre- 
ciation to date; the difference between (or the algebraic sum of) the 
two balances is the “net book value,** the amount of asset cost which 
is assumed to inhere in equipment after use for one year. 

Although this type of valuation account has come into almost uni- 
versal use it is still frequently misinterpreted. This is due in part 
to the use of the term “reserve** in this connection. The “reserve for 
depreciation” is sometimes included with appropriations of retained 
earnings in summarized financial statements, a most unfortunate 
practice. The amount of accrued depreciation, assuming it to be 
reasonable, is a contra to asset cost, not an element of proprietorship; 
it represents— in the form of a suspended credit— that portion of the 
cost or other basis of property which has been absorbed in operating 
costs (or losses) to date. It follows that in the position statement the 
balance of the allowance should not be listed among the equities 
but should appear as a special deduction on the asset side. The fol- 
lowing illustrates the proper procedure: 

Equipment: 

Cost $30,000 

Allowance for Depredation ....... 3,000 $27,000 


When this procedure is followed the statement totals are not padded 
and the nature of the allowance account is clearly indicated. An 
alternative method of presentation consists of showing only the net 
book value in the statement, but .this treatment is less informative 
and hence less satisfactory. 
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Other examples of contra asset accounts, such as the allowance for 
bad debts, are similar in technical character to the allowance for 
depreciation. 

Disposition of Allowance for Depreciation. When a unit of property 
comes to the end of its useful life or is retired from service for any 
cause, it is necessary to transfer the tentative credit, in so far as 
applicable to the unit under consideration, to the main asset account. 
This is accomplished by a debit to the contra account, which cancels 
the preliminary credit, and a credit to the main account, which recog- 
nizes the decrease in value in final form. The total credit to the 
main account when the asset is disposed of is of course the amount 
of the gross book value, and under ideal conditions this would exceed 
the accrued depreciation to date by precisely the amount of the net 
proceeds, if any, realized upon the disposition of the asset. In 
practice, as would be expected, such a situation is seldom if ever 
found, which means that an adjustment involving recognition of 
loss or gain is usually required. 

A company, for example, bought a unit of equipment as of Janu- 
ary 1, 1946, at a total cost, installed, of |5,000. The expected life is 
five years and it is assumed that no net amount will be recovered 
upon retirement. The unit is retired as of the beginning of business 
on January 1, 1950, after four years of use, and the amount realized 
upon the sale of the old asset is |100, cash. At this point the allow- 
ance for depreciation shows a credit of $4,000 (depreciation for four 
years at 20% of cost per annum). The proper entries upon retire- 
ment therefore are: 


Cash. S 100 

Equipment — Allowance for Depreciation . .... 4,000 

Retirement Loss . . . . . 900 

Equipment — Cost 15,000 


The special loss account in this situation logically represents a charge 
to accumulated earnings (if any) rather than an expense or loss of 
1949. However, retirement losses (or gains) are a normal feature of 
business activity and hence it may be expedient to report them as 
revenue deductions (or credits), except under unusual circumstanGes. 

Contra Equity Accounts, Where a security is issued at a discount 
and it is deemed desirable to present par or face amount in the ac- 
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counts, a special contra account is needed to show the difference 
between such nominal value and the true initial value. For example, 
if the M Co. issues capital stock with a formal authorized value of 
|150,000 for $135,000 in cash, the effects upon the accounts, in sum- 
mary, would be a debit to the cash account of $135,000, a debit to 
“Capital Stock— Discount’' of $15,000 and a credit to “Capital Stock 
—Par” of $150,000. “Capital Stock— Discount” is evidently a contra 
account; it exhibits an offset to a nominal equity valuation. The 
true measure of the stockholders’ initial equity or investment, $135,- 
000, is found by combining the two accounts. The relation between 
the contra supplement and the main equity account can be indicated 
as follows: 

CAPITAL STOCK— PAR 

- $ 150,000 


CAPITAL STOCK— DISCOUNT 


Security discounts are often listed with the assets on the asset side 
of the statement or, worse, are buried in the forai of overvaluation 
of ordinary assets. This is very unsatisfactory accounting, as the re- 
sult is a misstatement of each of the fundamental classes of data, an 
inflation of statement totals. The proper treatment is to exhibit 
discount as a deduction on the equity side, as follows: 

Capital Stock: 


Par ....... $150,000 

Discount. . 15,000 $135,000 


Securities held in the “treasury” of the issuing corporation are in 
some cases charged to special suspense accounts, instead of being 
deducted directly from the main equity accounts. Actually such 
items are contra equity accounts> and should be treated accordingly. 
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As in the case o£ other suspense accounts it is desirable to make a 
final disposition of the amount involved at the end of the account- 
ing period. 

Another example of the contra equity account arises where a 
deficit resulting from operating losses or from other causes is retained 
for a time as a separate debit balance. Such a balance is an offset to 
the proprietary capital account, assuming that no element of re- 
tained earnings remains. The inclusion of a deficit on the asset side 
of the position statement, formerly a not uncommon practice, is de- 
cidedly objectionable. It may be added that if the proprietary 
equity has been completely extinguished any remaining deficit bal- 
ance is an offset to the recorded claims of creditors. A business 
enterprise in such a condition is of course definitely insolvent. 

Current Contra Accounts. Contra accounts of a current character 
are often employed, particularly in recording adjustments of costs 
and revenues. A familiar example is the account with sales dis- 
counts. Where alternative terms of settlement are offered to credit 
customers it is a common (although not necessarily desirable) pro- 
cedure to credit sales with the gross amount of each bill. Then when 
a customer pays the net amount the discount taken is charged to a 
special account. Assume, for example, that the M Co. makes a sale 
to a particular customer amounting to |1,000, gross, and subject to a 
discount of 2% if paid in ten days, and that before the discount 
period lapses the customer pays in full by giving his check for f980. 
Under the gross-price treatment the original transaction would be 
recorded by a charge of $1,000 to the customer’s account (and to the 

, SALES-™GROSS 

^ j 11,000 


SALES— DISCOUNT 


$ 20 
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account controlling the customers' ledger) and a credit to the sales 
account of the same amount, and the collection would be recorded 
by a charge to the cash account of $980, a debit to a discount account 
of $20, and a credit to the customer’s account (and to the control) of 
$1,000. The special discount account used in this case should be 
viewed as a contra to the main sales account. The skeleton accounts 
on page 186 indicate the relationship. 

In the income statement sales discount may be reported as suggested 
by the following: 

Gross Sales 3Fxxx 

Discount . . . X 

Net Sales Sxxx 

An alternative procedure, acceptable in most cases where condensed 
reports are in order, is the showing of net sales only. 

Contra accounts are likewise often used to record rebates, special 
allowances, returns, and other adjustments arising in connection 
with purchases and sales. These matters will be dealt with more 
fully in later chapters. 

Adjunct Accounts. In connection with certain accounts it is often 
deemed advisable to segregate particular positive elements. Special 
accounts used for this purpose are, like contra balances, sometimes 
referred to as valuation accounts, but the term “adjunct” is more 
appropriate and will be used here. An adjunct account may be de- 
fined as an account which shows under a special heading, on a sep- 
arate ledger sheet, a distinctive positive factor attaching to some 
main title. 

The use of adjunct accounts is common in connection with the 
recording of corporate equities, and the most important examples 
are associated with capital stock and retained earnings. Where capi- 
tal stock is issued for an amount in excess of the par or stated value 
it is customary to credit such excess to a special account entitled '‘pre- 
mium on capital stock” or “capital surplus,” and such an account 
can best be interpreted as supplementary to the main capital stock 
account. Another case arises where capital stock is issued with spe- 
cial rights or warrants attached, and the value attributable to such 
rights or warrants is set up in a special account. Even the retained 
earnings account can be viewed as an adjunct to capital stock, al- 
though the amount of such earnings has some independent signifi- 
cance as an element of corporate proprietorship. 
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The retained earnings account, in turn, is often supplemented by 
special “reserve'” accounts which represent appropriations or segre- 
gations of earnings made, as a rule, upon the authority of the board 
of directors, and designed to reflect some particular condition or 
policy. Such accounts constitute adjuncts to the retained earnings 
and should be treated accordingly in ledger arrangement and in 
the preparation of statements. Credit balances arising through the 
revaluation of assets to recognize appreciation are also usually 
deemed to attach to the “surplus” component of proprietorship. 
I’here is a question, however, as to the reasonableness of this inter- 
pretation of equity adjustments resulting from appraisals. To the 
extent that appreciation of assets reflects primarily the movement in 
the general level of prices it can be urged that the change in the 
proprietary equity caused by the recognition of the increase in values 
is more accurately viewed as an adjunct to capital (or to the total 
equity as otherwise determined). 

Where bonds and other contractual equities are issued at a pre- 
mium the amount of the premium is usually shown on the issuer's 
books in a special adjunct account. Assume, for example, that the 
R Co. issued bonds with a par or maturity amount of $100,000, and 
that in view of a high interest rate offered and other conditions the 
amount received for the bonds totaled $105,000. This transaction 
would be recorded, in summary, by a charge to the cash account of 
$105,000, a credit to “Bonds Payable— Maturity Amount,” of $100,- 
000, and a credit to “Bonds Payable— Premium” of $5,000. The 
close relation between the supplementary liability account and the 
main bonds account is suggested by the following: 

BONDS PAYABLE— MATURITY AMOUNT 

i $100,000 


BONDS PAYABLE— PREMIUM 

I $ 5,000, 
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The premium account in this case is an adjunct to the principal 
liability account and should be dealt with accordingly throughout 
the life of the security in question. 

The purchaser of stocks and bonds often does not distinguish in 
his records between par or face amounts and premiums paid. How- 
ever, where such a distinction is drawn on the holder's books the 
supplementary accounts used can be viewed as adjuncts to the main 
investment accounts. 

Adjunct accounts in the strict sense are not often found in connec- 
tion with asset and cost accounts. Nevertheless supplementary asset 
accounts are sometimes employed which are closely allied to the 
typical adjunct accounts. Interest receivable, for example, is usu- 
ally charged to special accounts, rather than to the accounts which 
show the principal values of the notes and other claims on which the 
interest is accrued. Another illustration arises where freight and 
other charges on merchandise are debited to a supplementary account 
rather than to the main merchandise account. A special asset ac- 
count used to record an increase in the value of property determined 
by appraisal may also be viewed as an adjunct account. 

Questions 

1. With a simple illustration explain the use of balancing accounts in maintain- 
ing a self-balancing system for a branch establishment. What is meant by “over- 
lapping” transactions in this connection? 

2. What is the purpose of the “private ledger”? Why is this device of slight 
general value under present conditions? 

3. Illustrate the use of the self-balancing subsidiary ledger. 

4. Why must “memorandum accounts” be mutually offsetting? 

5. Define the “clearing account.” Give several examples of its use. Why 
should such accounts be used sparingly? 

6. Define the “contra account.” Indicate the importance of proper selection 
of titles and proper location in the ledger where such accounts are used. 

7. What is the outstanding example of the contra asset account? Outline its 
purpose and use. 

8. What improper treatment is sometimes accorded the “reserve for deprecia- 
tion” in the position statement? Illustrate the correct treatment. 

9. Illustrate the use of the allowance for depreciation in connection with the 
retirement of fixed assets, 

10. Give an example of the contra equity account and illustrate the correct 
treatment in the position statement. 

1 1 . Explain the use of the sales discount account and the relation of this account 
to the income statement. 

12. What is meant by an “adjunct” account? Illustrate. 
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Reasons for Journal Development. The desirability of abridging 
the work of posting to the ledger is an underlying consideration in 
the development of the journal. Posting from the simple two-col- 
umn journal must be accomplished entry by entry, and this is obvi- 
ously a laborious and time-consuming process. In the construction 
of more elaborate journal forms, accordingly, care must be taken to 
make provision for the reduction of the work of posting to a mini- 
mum. As will be explained shortly, the subdivision of journal col- 
umns is a device which makes it possible to transfer the bulk of the 
entries from the journal to the ledger in aggregates, with a conse- 
quent marked saving in the time required to post. 

In this connection, too, attention should be directed again to those 
technical considerations bearing upon the need for bookkeeping 
devices which were referred to in Chapter III. The elaboration of 
the journal—through the use of special columns and also through 
the development of distinct journals, each of which is devoted to a 
particular class of transactions—facilitates the classification of data 
for managerial purposes and makes the journal itself a valuable 
record of current operations. The use of specialized journalizing 
media is likewise required, in the large enterprise, in order that a 
staff may be employed large enough to handle the many transactions 
which arise. Specialized journals are also helpful in the develop- 
ment of a scheme of records and procedures with a corresponding 
division of labor~a system of ‘‘internal check'— which will tend to 
prevent carelessness, inaccuracy, and peculation. 

Subdivision of Journal Columns. The simple journal, as is shown 
in the illustration on page 118^ has two money columns, one for 
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debits and one for credits. The first step in the elaboration of the 
journal is the subdivision of these columns. Either column or both 
columns may be expanded and divided into a number of subsidiary 
columns, each of which is headed by the name of a particular account. 
The essential nature of this feature of journal development is indi- 
cated by the form shown below. 


Date 


Accounts arid Explanations 



In this scheme each o£ the fundamental columns is divided into 
five parts or sections. There is no special virtue, however, in this 
particular structure. Any desired number of subsidiary columns 
may be introduced, and the number of such columns under each 
main division need not be the same. These matters are determined 
by the conditions of the particular case. 

The subdivision of journal columns has two main purposes. By 
this means, in the first place, entries affecting active accounts may be 
segregated in particular columns and posting to these accounts may 
then be effected by column totals rather than by individual entries. 
Second, this device makes possible preliminary classification of im- 
portant groups of data. 

Incidentally the use of the special column, with the resulting prac- 
tice of posting by column totals, renders the ledger accounts affected 
more compact, and thus facilitates the work of footing and balancing. 

Selection of Special Columns. In the selection of the accounts for 
which special journal columns are to be provided the controlling 
consideration is the activity of the account. That is, special columns 
can be used to advantage only for accounts which are affected by 
numerous transactions from day to day. The cash account— broadly 
defined— is for many concerns the leading example of the active ac- 
count. All cash sales and collections from customers require debits 
to cash. Cash purchases of goods and services and all payments of 
liabilities involve credits to cash. And these events make up a large 
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part of the volume of regular business transactions in many enter- 
prises« It follows that in subdividing the basic journal columns pro- 
vision must be made for both debit and credit cash columns. More- 
over, since the record of cash is regularly divided in the ledger into at 
least two distinct accounts— the account with actual cash and the 
bank account— a total of four special columns is required in this con- 
nection. 

The controlling accounts for the customers' ledger and the cred- 
itors' ledger are commonly very active accounts, often standing next 
to cash in this respect. The former is charged with the amount of 
all sales on account and is credited with ail collections; the latter is 
charged with all payments and credited with the amount of all goods 
purchased on account. The divided-column journal should there- 
fore be provided as a rule with debit and credit columns for each of 
these accounts. 

The development of the device of the special column makes it pos- 
sible, with little additional effort, to use controlling accounts for all 
important groups of active accounts. That is, in so far as it is feasible 
to devote a special column in the journal to each such account con- 
trolling accounts may be maintained in the general ledger without 
any considerable increase in the work of posting. 

The sales account, or other principal revenue account, is another 
active element found in all enterprises. This account, however, is 
essentially a one-column record; aside from adjusting and transfer 
entries there are no debits to sales. This means that but one sales 
column, a credit column, is invariably required in the journal. How- 
ever, where sales are departmentalized in the ledger a special journal 
column can be used to advantage for each active revenue division. 

Likewise the account to which are charged the costs of merchan- 
dise or raw materials should ordinarily be represented by a special 
column. In this case a debit column is most needed. Aside from 
the question of allowances or other adjustments a credit column for 
merchandise or materials would be required only where the cost 
value of goods sold or utilized were being calculated from day to 
day and regularly journalized. As in the case of sales, where mer- 
chandise or material costs are classified in the accounts according to 
main departments it may be feasible and desirable to provide a 
column in the journal for each sueh department. 

Accounts with other current costs than merchandise or materials 
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are often sufficiently active to justify the use of special journal col- 
umns. Labor costs, for example, may be segregated in one or more 
columns, and the same is true of many types of production, selling, 
and general administrative charges. The question of the use of a 
special column in any case is purely a matter of the frequency with 
which entries in the account involved are required under the condi- 
tions and procedures in effect. The number of cost columns (or of 
special columns in general) which can be employed to advantage 
will naturally vary with the nature and size of the enterprise. 

Need for Unclassified Columns. That it is not expedient to set up 
one or more special columns for every account in the ledger requires 
emphasis. Even the very small enterprise commonly makes use of 
from twenty-five to one hundred accounts (in addition to the ac- 
counts of individual customers and creditors and other subsidiary- 
ledger accounts), and in the large enterprise the general ledger may 
embrace as many as several hundred distinct accounts. A journal 
with special columns for all accounts is accordingly out of the ques- 
tion. Aside from the fact that any such book would be unwieldy, 
the use of a very large number of columns in the journal would in- 
crease rather than decrease the work of the bookkeeper. That is, in 
using an unduly extended journal more effort would be required in 
picking out the columns affected by the particular transaction and 
in footing columns containing but one or two items than could be 
saved by posting column aggregates instead of individual entries. 
In fact, if special columns were used for all accounts in the ledger a 
majority of the columns would doubtless contain no entries whatever 
on the typical journal page. 

It follows that the elaborated journal form must include a pair 
of unclassified columns to take care of ail entries affecting the rela- 
tively inactive accounts for which no special columns have been pro- 
videdc "Lhe divided-column journal, in other words, consists essen- 
tially of two parts: (1) the simple journal of two columns, one for 
unclassified debit entries and the other for unclassified credits; (2) a 
number of special debit and credit columns in which are registered 
all entries affecting the active accounts with whose names these col- 
umns are headed. The unclassified columns constitute, in the ex- 
panded journal, what is left of the simple, two-column form. Fur- 
ther, all entries in the unclassified columns are posted item by 
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item; it is only in the posting of the totals of the special coliimm 
that the clerical labor of transferring journal entries to the ledger 
is curtailed. 

Structure of Divided-Column Journal. Although many variations 
are possible with respect to the technical structure of the divided- 
column journal, the essential features of this type of journal page 
can be readily listed. In the first place a reasonably “talF’ page 
should be provided; the vertical columns should be of such length 
as to make it possible to accumulate a considerable number of en- 
tries in each column on each page. This is important even if the 
posting unit for the special column is the total for a period rather 
than the total for a page, as frequent forwardings are to be avoided 
and neglecting to take page footings is not to be recommended. 
Second, provision must be made for a clear-cut display of both 
general-ledger and subsidiary-ledger account titles (or numbers). 
Third, the ledger-folio column or columns must be introduced, and 
in such manner as to facilitate listing of references to all types of 
ledgers employed. Fourth, as in the case of the simple journal space 
must be made available for dates and explanations or supporting 
references to underlying documents. Fifth, the appropriate special 
columns, properly headed, should be provided for all highly active 
accounts in the general ledger. Finally, there must be included a 
pair of unclassified columns to take care of entries in the relatively 
inactive accounts as explained above. 

With respect to order of columns and other details of construction 
the controlling consideration, as in the case of other bookkeeping 
devices, is that of clerical efficiency. One arrangement begins with 
date space, with space for account titles and explanations, folio 
column, debit money columns, and credit money columns following 
in order from left to right. (See illustration on page 196.) Under 
another scheme the debit money columns are placed at the left of 
the page and are separated from the credit money columns by date 
space, etc. This make-up has the minor advantage of emphasizing 
the distinction between debit and credit entries. The internal order 
of columns in the two groups of money columns is not a very im- 
portant matter. The unclassified columns may be given either first 
or last position and the remaining columns in each group may well 
be arranged from left to right in order of activity. Where both debit 
and credit columns are employed in connection with a particular 
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account, as in the case of cash, it is desirable that each column be in 
the same relative position in its group. 

Another and quite distinct form of arrangement is found in the 
'‘account"' type of special-column journal. In this form the debit 
and credit groups of money columns are broken up and arranged in 
pairs in so far as this is possible. (An illustration is shown on 
pages 200-201.) 

Bivided-ColuniH Journal Illustrated. The example given on page 
196, which represents an assumed journal page or sheet after the 
columns have been footed and posting accomplished, illustrates the 
essential features of the divided-column journal. In this arrange- 
ment the general structure of the two-column journal is followed 
closely, for the purpose of emphasizing the relationship between 
the elaborated journal and the simple form. In order to conserve 
vertical space, however, the account titles and explanations are not 
set up in the form outlined in Chapter VIL By suppressing in the 
individual entries those account titles for which special columns arc 
available, and by reducing supporting data to a bare reference to 
underlying documents or other sources, the space required to record 
the typical transaction is reduced to a single line. 

For many situations a means of increasing the usefulness of the 
particular journal page, and thus rendering the special-column de- 
vice more effective, is to record certain types of transactions by 
groups in summary form. Thus cash sales for a particular day, as 
determined from cash register readings or otherwise, may be journal- 
ized as a single transaction. This process of preliminary summariza- 
tion, moreover, can be extended to groups of transactions affecting 
subsidiary ledgers provided arrangements are made to post to the 
individual accounts from underlying documents rather than from 
the journal. If charges to particular customers’ accounts, for ex- 
ample, are posted directly from the invoices, the charges for a given 
day (or longer period) may be recapitulated and journalized as a 
single transaction. In this example, however, it is assumed that the 
individual sales, purchases, etc. are for substantial amounts and are 
relatively few in number from day to day, and hence may reasonably 
be journalized in terms of specific transactions. 

It should be understood that the cost invoice numbers given in the 
reference column of the illustration represent a series attached by 
the buyer and not the original numbers used by the vendors. 




2,250 00 2,230 00 2,900 00 2,8(»p0 3,300p0 1,470 00 2,250 00 3,250 00 2,150 00 3,300 00 3,000 00 1,000 00 
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Proving the Divided-Column Journal. The divided-column jour- 
nal, like the simple journal, should always be proved before posting, 
so that errors may be discovered and rectified before they are per- 
petuated in the ledger. Proving a journal page, or group of pages, 
of the form shown on page 196, consists essentially of the taking of 
a /'trial balance” of the journal. That is, to test the equilibrium of 
debits and credits, it is necessary, first, to foot all money columns, 
including the unclassified columns, and, second, to calculate the 
grand total of the debit footings and the grand total of the credit 
footings and compare such totals. And if it is desired to emphasize 
the journal proof and maintain a record thereof, a schedule of the 
column footings may be drawn up in trial-balance form. The fol- 
lowing represents a schedule of footings for the illustrative journal 
page shown on page 196. 



Dr, 

Cr. 

Cash 

S 2,250 

$ 2,250 

Commerce Bank . . 

2,230 

3,250 

Accounts Receivable 

2,900 

2,150 

Accounts Payable 

2,800 

3,300 

Merchandise ........ 

3,300 


Sales 


3,000 

Unclassified ....... 

! ! '.1 1,470 

1,000 


$14,950 

$14,950 


It is noticeable that the footings of the cash columns are equal. 
This is due to the fact that daily deposits are in each case the 
equivalent of receipts (aside from the outlay of $20 in actual cash on 
July 8), Under the circumstances the footings of these columns 
might be omitted from the proof. 

Where posting is deferred to the close of the month, w^ich makes 
it unnecessary to take footings for posting purposes before the end 
of the period, it is nevertheless good practice to foot and prove each 
journal page used and to forward the footings to the proper columns 
on the next sheet. This procedure is not only advantageous from a 
clerical standpoint but it also serves to furnish intermediate totals of 
important business data. 

Again it should be pointed out that in the case of journal entries 
prepared by machine methods the proof is a continuous feature of 
the entire process. 
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Posting, from Divided-Column Journal. In general the work' of 
posting from the divided-column journal consists of three distinct 
operations or phases. First, all special columns are posted by col- 
umn totals. Second, all entries in the unclassified columns are 
posted item by item as in the case of the simple Journal. In the 
third place all entries in special columns which correspond to sub- 
sidiary ledgers must be posted item by item to the specific accounts 
affected in such ledgers. The third operation is not required in 
those cases in which posting to subsidiary ledgers is accomplished 
from underlying documents and the transactions involved are jour- 
nalized in summary form in terms of controlling accounts only. 

In the illustration on page 196, for example, the periodic footing 
of each special column is posted in total to the appropriate account, 
the ledger folio being indicated below the footing in each case. The 
entries in the unclassified columns (five debits and one credit in this 
case) are posted individually to the proper accounts in the ledger, 
the ledger numbers involved being listed in the “LF"’ column on the 
occasion of posting. Further, in this example all entries affecting 
the accounts of customers and current creditors (of which there are 
nineteen) are likewise posted individually to the appropriate ac- 
counts in the subsidiary ledgers, the ledger folios again being re- 
corded in the journal to indicate that posting has been accomplished 
and to link the books for future reference. The footings of the un- 
classified columns, which must be taken in the process of proving 
the journal, are distinguished from the special-column footings, 
which require posting, by means of check marks (y^). 

Where customers’ and creditors’ accounts are arranged alphabeti- 
cally in the subsidiary ledgers (as is usually the case) the name alone 
may be deemed to furnish an adequate means of ledger reference in 
the journal. In other words the listing of page or sheet numbers 
for such accounts in the journal may be dispensed with under some 
conditions. In this event (and still assuming that entries to the 
specific subsidiary accounts are posted via the journal) the process of 
posting can be indicated by the use of check marks. (See illustration 
on pages 200-201.) 

Several references have been made to the possibility of posting 
subsidiary ledgers from underlying documents. In general this prac- 
tice should be followed in all cases where the transactions affecting 
the accounts of subsidiary ledgers are very numerous from day to day 
and involve relatively small amounts. If, for example, there are a 
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large number of customers and there are many charges and credits to 
customers' accounts during the typical day's business it is advisable 
to work out a system of posting to individual accounts directly from 
sales invoices and other original sources. This procedure makes it 
possible to journalize in summary, in terms of controlling accounts, 
with a consequent greater use of the columns on the typical journal 
page. Another advantage of this method lies in the fact that the 
periodic comparison of the controlling account and the schedule of 
subsidiary ledger accounts affords a more significant test of book- 
keeping accuracy if the two records are compiled through independ^ 
ent operations. Where, on the other hand, an enterprise makes but 
one or two large credit sales per day, and the receipts from customers 
are correspondingly few and important in amount, it may be ex- 
pedient to journalize each individual transaction with customers and 
to post to the individual accounts from the journal. 

The manner in which the example on page 196 is posted indicates 
either that no subsidiary merchandise or stores ledger, supporting 
merchandise cost, and no detailed classification of sales, supporting 
the sales account, are in use, or that such records are being posted 
or prepared independently from the appropriate invoices and other 
underlying papers. It is assumed, further, that no subsidiary ledgers 
are employed with respect to the entries in the unclassified columns, 
or that if such ledgers are present duplicate posting is avoided by 
posting to the subsidiary accounts from underlying documents 
rather than from the journal. If it is desired to post a transaction 
which affects an inactive controlling account to both subsidiary and 
general ledgers from the journal it is necessary to list the title or 
number of each subsidiary account involved as well as that of the 
control, and to take care that the amount posted to the control is also 
recorded in the subsidiary account or accounts—a rather awkward 
procedure. 

While there is something to be said in favor of the practice of foot- 
ing and proving each page of the journal as soon as the page is filled, 
it is standard practice to forward cumulative footings and to post- 
pone posting of column totals to the end of the month or other 
period selected. In any event it is usually unwise to defer posting to 
individual customers' and creditors’ accounts for any considerable 
period, as information as to the status of the particular account may 
be required at any time. 

The labor-saving character of the special column device is sug- 
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F 

Accounts 

Date 

54 

Office Supplies 

1949 

July 

V 

West & Co. 


V 

L. 0. Reed 


V 

Smith & Co. 


150 

Notes Payable 


V 

Adams Co. 


54 

Office Supplies 


V 

Alexander Co. 


88 

Store Equipment 


V 

Travis Co. 


V 

Adams Co. 


■y/ 

L. 0. R^d 


231 

Advertising 


243 

Office Repairs 


V 

West & Co. 



Smto & Co. 


245 

Office Salaries 


255 

Store Salaries 



References 


5 Register reading 
Invoice #189 

Sales report 
Remittance sheet 
Invoice #190 
Check #162 — inv. #178 
Deposit slip 

6 Register reading ^ 

Note reg.^ — deposit 
Check #163 — inv. #179 
Postage 

Sales report 
Remittance sheet 
Deposit slip 

7 Register reading 
Sales report 
Remittance sheet 
Invoice #191 
Invoice #192 

Deposit slip 

8 Register reading 
Sales report 
Remittance sheet 
Invoice #193 
Invoice #194 
Printing — Elite Co. 
Check #164 
Deposit slip 

9 Register reading 

Sales report I 

Remittance sheet 
Check#165—mv.#i89 
Check #166 — inv. #180 
Payroll— Cks. #167-1 73 
Payroll— Cks. #174-195 
Deposit slip 


gested by the illustration on page 196. The number of postings 
required if the simple, two-column journal were used, and the con- 
trolling accounts for the customers’ and creditors’ ledgers were re- 
tained, w’^ould be seventy-seven (two postings for each of the nineteen 
items affecting accounts receivable and accounts payable, and one 
posting for each of the remaining thirty-nine entries), w^hile the num- 
ber of postings required with the form employed is only thirty-five 
(ten postings for column footings, six for unclassified entries, and 
nineteen for entries affecting individual customers’ and creditors’ 
accounts). If a posting period of a month rather than a week were 
assumed the saving would of course be more pronounced. 

Account Type of Journal. The account type of journal is of suf- 
ficient importance to merit some attention. This is a form of the 
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Cash 

Commerce Bank 

Accounts Receivable 

Merchandise 

Sales 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

rooo 

1 

00 







1,500 

00 









1,000 

00 

1,200 

00 

2,200 

00 

2,200 

00 

2,160 

00 


1,250 

00 

850 

00 

90 

00 

50 

00 

1,500 

00 




800 

00 

















800 

00 

2,000 

00 

2,000 

00 

2,000 

00 

3,500 

00 







75 

00 







25 

00 





1,100 

00 









1,100 

00 

1,000 

00 

1,775 

00 

1,775 

00 




1,035 

00 





35 

00 




900 

00 















900 

00 









1,200 

00 









1,200 

00 

1,100 

00 

2,000 

00 

2,000 

00 





1,140 

00 

1,200 

00 



40 

00 



850 

00 

















850 

00 









1,000 

00 









1,000 

00 

800 

00 








830 

00 

2,000 

00 



30 

00 
















600 

00 









25 

00 

! 


200 

00 















1,625 

00 

1,625 

00 















1,200 

00 
















1.200 

00 








1,600 

00 









4,600 

00 

1,250 

00 





200 

00 


1,300 

00 





SO 

00 










1,455 

00 







45 

00 











300 

00 



















750 

00 















2,450 

00 

2,450 

00 















12,100 

00 

12,100 

00 

12,050 

00 

8,565 

00 

6,400 

00 

5,555 

00 

4,650 

00 

210 

00 

205 

00 

11,150 

00 

(1) 


(1 

) 

(30 

) 

(30) 


(40) 


(40) 


(50) 


(SO) 


(300) 

fSOO) 



divided-column journal in which the debit and credit column per- 
taining to a particular account are placed in juxtaposition, thus 
substantially duplicating in the journal the structure of the account 
in the ledger. The example appearing on this and the preceding 
page illustrates the essential features of this type of journalizing 
medium,. 

As in the preceding illustration the traditional form of the simple 
journal entry is abandoned. With two exceptions but a single line 
is devoted to each transaction (or to each daily summary of like 
transactions). Such vertical concentration is of advantage, as has 
been explained, in that more transactions can be recorded on each 
journal page, wdth consequent greater utilization of the special- 
column device, A special feature of the example is the segregation 
at the left of all columns containing entries which must be posted 



202 


ESSENTfALS OF ACCOUNTING 


individually: With this arrangement it is a convenience to place 
the space for account titles adjacent to these columns. 

The credit column under merchandise is employed here for the 
piirpose of recognizing discounts and other allowances on purchases. 
This assumes that merchandise cost is charged with gross invoice 
prices rather than net, accounts payable being credited with gross 
figures, and that adjustments can properly be credited directly to 
merchandise cost. The absence of credits to merchandise covering 
the cost of goods sold or otherwise utilized indicates either that no 
continuous inventory system is in effect or that the data of with- 
drawals, if such a system is in use, are not formally journalized from 
day to day. The debit sales column is also used to record discounts 
and allowances, in this case those granted to customers. The sales 
account, although essentially a one-column account, is usually given 
the two-column form, and the debit column can be made to serve a 
minor purpose in connection with adjustments. It should be pointed 
out in this connection that where an account has a single active side 
a single column for such account may be provided in the journal, 
even if the journal form used is predominantly of the account type. 

Proving and Posting Account Journal. The example displays the 
journal page as it would appear after proving and posting. The 
following schedule shows the “proof in trial-balance form: 



Dr. 

Gr. 

General Ledger 

. . . . . $1,800 

$ 2,000 

Creditors’ Ledger 

7,525 

5,150 

Cash 

. . . . . 12,100 

12,100 

Commerce Bank .... . . 

. . . . . 12,050 

8,565 

Accounts Receivable. . . . . 

. . . . . 6,400 

5,555 

Merchandise 

.... . 4,650 

210 

Sales 

. . . . . 205 

11,150 


$44,730 

$44,730 


The entries in the general-ledger columns are posted in detail to 
the accounts named. The individual creditors' accounts are likewise 
posted through the journal in the form illustrated. In this example, 
however, the practice is followed of indicating the act of posting to 
the creditors' ledger by a check mark rather than with an account or 
sheet number. This assumes that with an alphabetic arrangement 
of accounts payable the name of the creditor is a sufficient identifica- 
tion. The footings of the creditors'-ledger columns are of course 
posted to the controlling account in the general ledger. 
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The form of the illustration assumes that posting to the accounts 
of credit customers is accomplished from underlying documents 
rather than through the journal. As explained earlier this is de- 
sirable in all cases in which credit sales and collections on account 
are numerous from day to day. By posting to the individual ac- 
counts receivable outside of the journal it is possible to journalize 
in summary form the credit sales and collections of each day, with 
resulting marked condensation of the journal entries required. It is 
likewise assumed that all subsidiary records lying back of the mer- 
chandise and sales accounts are posted from original papers and not 
through the journal. 

As in other forms of divided-column journals the totals of all 
special columns are periodically posted to the proper accounts, the 
folio numbers being attached to indicate that posting has been 
accomplished and for reference purposes. 

Posting from a journal of this type may be deferred for a con- 
siderable period, particularly with respect to the special columns. 
The cash columns, for example, coupled with the opening balance, 
show the status of cash as effectively as a cash account in ledger form 
and hence can take the place of a ledger account for a week, month, 
or even for the entire year. It is quite possible, in fact, to dispense 
with the general-ledger accounts corresponding to the pairs of special 
columns in the journal and thus use the journal columns, continu- 
ously, as a partial substitute for the ledger. If this is done it is 
necessary to include opening balances in the journal and combine 
such balances with page footings when forwarding (care being taken 
in proving the individual page to exclude amounts forwarded, as 
such amounts, since they represent the status of a limited number of 
accounts, will not show an equation of debits and credits). Most 
accountants, however, prefer to maintain formal ledger accounts for 
all pairs of special columns, as very little work is required to post 
periodic column footings and the ledger form has some advantage 
over the journal columns as a permanent, summarized record. 
There is also something to be said for the use of the ledger as a com- 
plete representation of the accounts. 

Limitations of General Divided-Column Journal. A comprehensive 
divided-column journal, such as has been illustrated and discussed 
in the preceding pages, is an especially desirable device in the rela- 
tively small enterprise where a single bookkeeper does all of the 
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regular journalizing and posting. In large enterprises, however, such 
a book is not ordinarily suitable and further elaboration of the 
Journal is necessary. 

Even in the small business the introduction of the improved 
journal does not necessarily render the simple journal entirely obso- 
lete. The recognition of depreciation and other accruals, the trans- 
ferring of expense and revenue elements from account to account in 
the process of periodic summarization— these and similar adjustments 
can be most conveniently journalized in the simple journal. It is 
obviously not feasible to open special columns for the many rela- 
tively inactive accounts affected by adjusting and closing entries, 
and to introduce the record of periodic analyses and transfers into 
the unclassified columns of the divided-column journal would con- 
sume an unreasonable amount of journal space in that it would en- 
tail the use of one or more pages which would have few if any entries 
in the special columns. Further, in view of their marked effect upon 
the income report and the statement of financial condition the ad- 
justing and closing entries are of such importance as to deserve the 
formal presentation, with complete explanations, that is afforded by 
the simple journal. 

Special Features of Journal Development. Attention has been 
called to the fact that under modern office procedure posting to sub- 
sidiary ledgers is usually accomplished from invoices and other un- 
derlying documents and compilations, formal journalizing of the 
transactions involved being confined to the entries affecting general- 
ledger accounts. It has also been pointed out that the entries in the 
journal covering the controlling accounts are often summaries of like 
transactions for the day or other period. This feature of journal 
development requires a word of emphasis. Under present-day prac- 
tice, especially in the larger enterprises, journals are in considerable 
measure compilations of aggregates of debit and credit entries; in 
the typical journal entry, in other words, the specific transaction is 
obscured and the record is made primarily in terms of summaries of 
like transactions occurring in the shift (of a cashier, for example), 
day, week, or— in some cases— month. 

Related to and in some measure opposed to this development is 
the practice of combining journalizing with underlying summariza- 
tion a:nd analysis. The classified recapitulation of the sales invoices 
for the day, for example, may be prepared in such form that the 
analysis sheet itself serves as a sales journal. Similarly a tabulation 
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of remittances from customers, or a payroll compilation, may be 
used as a journalizing medium. Such journal records— to the extent 
that they represent in their composition the particular item or trans- 
action— are evidently not entirely unrelated to the conventional 
journal in which each specific transaction, or each underlying entry, 
is given a place. 

The extension of the use of the journal voucher is another devel- 
opment deserving mention. A journal voucher is essentially a sepa- 
rate sheet or form on which the journal entries of a particular trans- 
action, or of a related group of transactions, are authorized and set 
up, either in two-column or multiple-column form, and accompanied 
by explanation and supporting data in more or less detail. Under 
one method the entries provided through such vouchers are recorded 
in regular columnar journals before being posted to the ledger ac- 
counts; under another plan posting is accomplished directly from 
the vouchers, and the voucher files or binders themselves represent 
the joiirnal. In some cases the use of journal vouchers has been 
extended to a point at which the older types of journal forms have 
almost disappeared. 

The journal voucher takes a great variety of forms ranging from 
the simple columnar sheet (see page 205) to a multiple-column folder 
providing for summarization and analysis of the underlying data. 
Several different forms, suitable for various classes of transactions, 
are often found in a single enterprise. Vouchers are prepared in 
numbered series, which facilitates reference. Supporting memo- 
randa and compilations are often filed with the journal voucher. 

Iliustradve Exercise. The following exercise is intended to empha- 
size the construction and use of a divided-column journal suited to 
the conditions of a small business. 

Data 

G. D. Leyt owns and operates a small restaurant. Food supplies are purchased 
daily, both for cash and on account, from a number of sources. There are no sales 
on account. Receipts (less expenditures in actual cash) are deposited daily. The 
larger bills are paid by check. Part-time helpers who come in at busy hours, on 
evenings and week-ends, are usually paid in cash from day to day; other employees 
are paid biweekly. The proprietor supplies his own home with merchandise taken 
from stock at cost prices; such transactions occur almost every day. Only one sales 
account is used. Bills for utility services are paid monthly. 

On December 12, 1949, the following transactions occur: 

(1) Purchases of food supplies on account, $40, as follows: S. O. Swinton, $15; 

Fosdick Co., $20; Harris & Harris, $5. 
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(2) Purchases of food supplies for cash from Sam Sparks, $10. 

(3) Sales for day, $75. 

(4) Gash payments to temporary helpers, $5. 

(5) Payment by check to H. O. Gallans for December rent, $100. 

(6) Bank deposit, $60. 

(7) Cost of food supplies drawn by proprietor, $5. 

(8) Purchase of kitchen utensils on account from Rex Hardware Go., $10. 

(9) Payment by check to Wilson Meat Go., on account, $50. 

Directions 

(a) Prepare a divided-column journal designed to serve as a journalizing medium 
for all the transactions of G. D. Leyt. 

{b) Record the illustrative transactions of December 12, 1949. 

(tf) Using assumed page footings and folios show how this journal is posted. 

Solution 

(See form on page 207) 

it should be noted that this journal form is an account type of journal, although in 
the case of the last three columns at the right only one column is required for each 
of the accounts affected. The form provides special columns for all of the active 
accounts as indicated by the data given. In this example folios are assumed for the 
subsidiary creditors’ accounts as well as for accounts in the general ledger. The 
location of the date column shows a variation as compared with the illustration on 
pages 200-201. 

Questions 

1 . What are the principal reasons for the development of the journal beyond the 
two-column form? 

2. “The subdivision of journal columns has two purposes.” Explain. 

3. What are the considerations which control the extent to which journal col- 
umns should be subdivided and the selection of column captions? Name several 
accounts for which special columns should be provided in almost all enterprises. 

4. Explain the need for the retention of unclassified columns in the general 
divided-column journal. 

5. List the essential elements in the structure of the divided-column journal. 

6. With an illustration show how summarization of like transactions and posting 
to subsidiary ledgers from underlying papers facilitate effective use of special col- 
umns in the journal. 

V' "" 7. Indicate the importance of regular footing and proving of the journal. What 

is meant by a “trial balance” of the journal? 

8. Describe the process of posting from the divided-column journal and indicate 
precisely how this process is abridged through the use of special columns. Should 
pK>sting be in terms of page-totals or period-totals? 

9. Describe the account form of journal. What are the principal advantages 
and disadvantages of this form? Does the use of this type of journal justify the 
onoission of certain accounts from the ledger? 

10. Is the simple journal rendered entirely obsolete as a result of the development 
of divided-column journals? Explain. 

11 . “In some cases the journal form is merged with the underlying procedures of 
compilation and analysis.” Explain. 

12. “Under present-day practice columnar journals are largely restricted to 
entries representing summaries of like transactions.” Explain. 

13. Define the journal voucher and describe its use. 
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Need for Specialized Journals. The first step in the elaboration of 
the journal form is the introduction of the special column, as has 
been explained. The second main step consists of the division of 
the general divided-column journal into two or more separate and 
distinct books corresponding to important types of transactions or 
phases of business activity. 

The principal reasons for this additional step have been previously 
indicated in some measure but may well be emphasized at this point. 
In the first place the use of separate journal records devoted to par- 
ticular classes of transactions, like the use of the special column, 
brings about a preliminary segregation of important types of data 
with respect to which the management desires current information. 
Subdivision of the journal, in other words, is a part of a program of 
organizing the records and procedures in such a manner as to stress 
particular activities, departments, and phases of operation. Second, 
the use of specialized journals, under the control of different indi- 
viduals, is an essential part of a system of procedure which, through 
specialization and integration of duties, tends to insure accurate cleri- 
cal work and to discourage unauthorized and improper acts on the 
part of the office staff or other employees. Third, the division of 
labor represented by the use of specialized journals tends to develop 
clerical speed and efficiency just as specialization in manufacturing 
operations makes possible a larger physical output. Fourth, in the 
case of the large concern subdivision and specialization of journals 
and other records is necessary to make it physically possible to take 
care of the great number of business transactions which arise. 

The use of a separate journalizing medium can be justified in the 
case of any class of transactions which have clear-cut characteristics 
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in common and which are sufficiently numerous to give rise to a con- 
siderable volume of clerical work from day to day. For business 
enterprise as a whole the principal groups of transactions which 
meet these conditions are as follows: (1) receipts of cash; (2) cash dis- 
bursements; (3) purchases of materials and supplies and the incur- 
ring of other costs; (4) sales of product. The most common types of 
specialized journals, accordingly, are the cash journals, the purchases 
books and other forms of cost registers, and the sales or revenue 
journals. 

In connection with internal operations special books may be em- 
ployed in dealing with such occurrences as withdrawals of materials 
and supplies from stores, accumulation of labor costs, completion of 
product, and shipments to customers. 

There is no standard set of journal forms suitable for all businesses. 
The technical structure of the records employed will vary with the 
size of the enterprise, the character of its operations, and other fac- 
tors. In many concerns highly specialized journals are used to 
advantage. 

Overlapping of Specialized Journals. It is apparent that the groups 
of transactions listed above, as forming bases for the more common 
types of special journals, involve some overlapping. A cash sale, for 
example, is at once a receipt of cash and a sale or revenue transac- 
tion. Similarly in the case of concerns which buy goods or incur 
other costs on a cash basis, certain cash expenditures also represent 
purchase or cost transactions. It follows that in the development of 
specialized cash, cost, and revenue journals a procedure must be de- 
veloped which will not result in unreasonable duplication in jour- 
nalizing and which, in any event, will not bring about double posting 
of any entry. 

One method of dealing with the situation is so to restrict the scope 
of each special journal as to avoid all duplication. Thus cash sales 
might be recorded only in the receipts journal, the sales book being 
confined to credit sales, and cash purchases might be recorded only 
in the disbursements journal, the purchases register being restricted 
to transactions on a credit basis. Or, conceivably, cash sales and 
cash purchases might be recorded only in the revenue and cost jour- 
nals, respectively, the scope of the cash journals being accordingly 
narrowed. The principal objection to such schemes (aside from 
clerical difficulties) lies in the fact that some of the resulting journals 
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may be less satisfactory as means of displaying certain classes of data 
in preliminary form. If it is desired that the sales journal, for ex- 
ample, be maintained in such manner as to disclose the total volume 
of sales for the period to date, it would not be satisfactory to omit 
cash sales from this record. The main alternative procedure (gen- 
erally more satisfactory) is to journalize ail cash cost and cash reve- 
nue transactions in duplicate— once in the cash record and once in 
the cost or revenue record. Under this plan double posting is 
avoided by the simple expedient of posting no entries from a special- 
ized journal to an account which is represented by another specialized 
journal employed in the system. Thus a cash sale would be re- 
corded both in the receipts journal and in the sales book, but the 
cash data would be posted only from the receipts journal and the 
sales or revenue data would be posted only from the sales journaL 
In other words, the credit to sales would be checked without posting 
in the cash journal and the debit to cash would be checked without 
posting in the sales journal. Similarly double posting of cash pur- 
chases would be avoided by posting only the credit to cash from the 
disbursements record and only the debit to the merchandise account 
from the purchases book. 

Another method of handling journal overlapping consists of the 
use of technical clearing accounts which bring about a cancellation 
of the entries recorded in duplicate. A cash-sales account, for ex- 
ample, might be opened in the ledger to which is credited the total 
of sales recorded in the receipts journal and to which is charged the 
corresponding total of cash as shown by the sales journal. 

Splitting Transactions Between Journals. Another complication in 
connection with the use of separate journals arises in the case of the 
particular transaction which is related in part to one special Journal 
and in part either to the general journal or to another special Jour- 
naL For example, assume that in connection with a particular lia- 
bility, which has been booked at a gross amount of $1,000, a special 
allowance of $100 is made by the creditor. On the face of it this 
transaction should be recorded in the cash disbursements Journal to 
the extent of $900, the balance of the transaction being Journalized 
in the ordinary journal or in a special book devoted to returns, al- 
lowances, and other adjustments of costs, provided such a record is 
maintained. On the other hand it is quite possible, through the use 
of auxiliary columns, or entries which are given some special designa- 
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tion, to record the entire transaction in the cash journal, and this is 
usually desirable from the standpoint of routine procedure. An- 
other example arises where a fixed asset such as a piece of equipment 
is scrapped or otherwise retired, a sum of cash being realized and 
gain or loss, together with an adjustment of the depreciation allow- 
ance, being involved. Such a transaction can be readily recorded in 
full in the simple journal, but it cannot be taken care of very con- 
veniently in the typical receipts journal. One way of dealing with 
such a case is to record the transaction in full in the general journal, 
taking care to mark the debit to cash in such manner (for example, 
with a check mark) that the item will not be posted, and to record 
only the amount of the cash item in the receipts journal, taking care 
to set up an unclassified credit which is marked in such fashion that 
it will not be posted. In each journal involved, of course, it is im- 
portant that equal debits and credits be entered, whether the trans- 
action is recorded in full or in part, as otherwise the individual 
journal will be thrown out of balance and will not prove. In gen- 
eral, the ingenuity and accuracy of the bookkeeper must be relied 
upon to insure the proper handling of all special transactions that 
do not easily fit into the system of records in use. 

The division of the record of particular transactions between two 
or more special journals can be entirely avoided if unclassified col- 
umns for debits and credits are attached to each journal form. How- 
ever, where the occasion for using such columns rarely arises for a 
particular journal their inclusion is hardly justified if some other 
satisfactory expedient is available. 

It should be recognized that this problem of splitting transactions 
between two or more journal media arises only where separate jour- 
nals are employed and tends to be more in evidence where highly 
specialized books are used. If, for example, the sales journal were 
restricted to credit sales all transactions with customers which were 
in part on a credit basis and in part on a cash basis would have to be 
divided between two journals in the matter of recording. Considera- 
tion of this complication also makes it clear that the use of the simple 
general journal, or a series of journal vouchers, to supplement a 
system of specialized journals is well-nigh Unavoidable- 

Receipts Journal. The receipts journal, as the name implies, is a 
journal devoted to those transactions which involve receipt of cash. 
The form shown on page 213 is a simple example. Among features 
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of the illustration deserving comment is the use of the bank column. 
By this means the process of depositing funds in the bank, which is 
recorded by a debit to the bank account and a credit to the general 
cash account, is recognized in the receipts journal. It would be pos- 
sible to treat deposits as disbursements of cash, to be taken care of 
through the disbursements Journal, but the procedure followed here 
is preferable, as depositing is essentially a part of the process of re- 
ceiving funds. In the example all cash receipts are assumed to be 
deposited daily, with the exception of an amount of |1()0 on July 5. 
In general the deposit of all receipts, and the establishment of change 
funds or other office funds by check, is the ideal procedure. 

Another feature of this form is the introduction of the column for 
sales discounts, a debit element other than cash. Many concerns 
charge the full amount of the invoice, including discount offered for 
early settlement, to the customer’s account. This procedure makes 
it necessary, when the customer pays the net price, to charge the dis- 
count— the difference between the cash received and the amount to 
be credited to the customer— either to the sales account directly or to 
a special offset account. Where this plan is in use it is accordingly 
desirable to make provision for the recognition of the discount in 
the receipts journal, as this makes it unnecessary to split the record 
of collections involving discounts between the receipts journal and 
the general journal. If there were no means of recording discounts 
in the receipts journal it would be necessary on July 5, for example, 
to record collections from credit customers by an entry of |147 in the 
cash column and an equal entry in the column for accounts receiv- 
able, in the receipts journal, and additional entries in the general 
journal as indicated by the following: 


Sales Discounts . . . $3 

Accounts Receivable ............. 13 


This treatment is obviously less convenient. 

If sales and receivables are recorded at net prices, a commendable 
practice followed by some concerns, there is no need for a debit dis- 
count column in the receipts journal and collections of net prices 
from customers are recorded without complication. Where, how- 
ever, the discount lapses and the gross price is collected (which will 
presumably be the exceptional case), it will be necessary to credit a 
special revenue adjustment account with the amount of discounts 
included in collections. This can be done in the receipts journal 
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through the unclassified column, or by means of entries in the gen- 
eral journal (debiting accounts receivable and crediting discounts 
collected) followed by the regular collection entries in the receipts 
journaL Another possibility is to provide an unclassified debit col- 
umn ill the receipts journal to take care of the need for possible debit 
adjustments. 

Additional special columns can be used to advantage in particular 
situations. Where many notes receivable are taken from customers, 
for example, a special credit column for such notes may be intro- 
duced. Where interest collections are frequent an interest column 
may be employed. It is of course necessary to have as many bank 
columns as there are bank accounts to which deposits are regularly 
made. The number and character of the columns used will naturally 
be governed by the circumstances of each case. 

In arranging columns in the specialized journal it is not necessary 
to put all debit columns at the left and all credit columns at the right 
as is done here. The arrangement should be based entirely on coxi- 
siderations of expediency. There is some advantage, for example, 
in locating columns that will be posted in detail at the left, so that 
they will be near the spaces for account titles and numbers. 

The form of receipts journal shown assumes that all subsidiary 
accounts involved are posted directly from underlying documents. 
Another characteristic is the use of account numbers as well as titles 
to identify the entries which must be posted individually. If desired 
the space for these numbers in this example might be placed adjacent 
to the unclassified column. The array of check marks under these 
conditions serves simply as a means of indicating verification and 
completion of the work of posting. 

Proving and Posting Receipts Journal. This type of journal is 
proved by adding the totals of the cash and discount columns and 
comparing the result with the grand total of the three credit col- 
umns, as follows: 

. ^ 4,735 

Sales Discounts . . , . . . . ... . . 44 

Accounts Receivable . . $2,200 

//■'.'.'Sales,.'.: ■ . ■■ ; ,:/■ /■>. ■ - . : / .■;■: ■': ,,/; /'1, 67S,''/r' ■■■.;/ 

Unclassified 904 
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This comparison may be made directly on the journal page by trans- 
ferring the total of the discount column to the cash column and the 
totals of the columns for sales and receivables to the unclassified 
column, and thus obtaining grand debit and credit totals, respec- 
tively. The total of the bank column may be included in each grand 
total if desired. 

The receipts journal is posted in essentially the same manner as 
is any other special-column book. The cash and discount columns 
(referring to the example) are posted in totals to the debit sides of 
the accounts designated (folios 1 and 310). The total of the receiv- 
ables column is posted to the credit side of the controlling account 
in the general ledger. The total of the sales column, in accordance 
with the preceding discussion of journal overlapping, is checked 
without posting, the footing of this column being taken only for the 
purpose of proving the journal. The entries in the unclassified col- 
umn are posted item by item, the total being computed only in 
connection with the journal proof. 

The posting of the bank column requires special attention. The 
total of the column, the amount of deposits for the week, is posted 
to the debit side of the bank account, number 30 of the general 
ledger. The same total must be recorded on the credit side of the 
cash account, folio 1 of the ledger. The double posting is evidenced 
by the use of two folio numbers below the footing of the column, 
and the fact that one entry is a credit is appropriately indicated. It 
is of course possible to introduce a special credit cash column for 
deposits, in which case the credit to cash is obtained from the footing 
of this additional column. The method shown here illustrates the 
possibility, in special connections, of making a single column in the 
journal do double duty. The procedure followed, it should be noted, 
makes it necessary to charge to cash the amount of all deposits not 
actually drawn from cash. When on J uly 6, for example, the amount 
of $500 is borrowed and deposited the amount of the deposit is en- 
tered in the cash column and also, as a part of the day's deposits, in 
the bank column. 

The fact that posting is illustrated here for convenience in terms 
of weekly totals does not deny the possibility of postponing the 
process for a longer period. In general a satisfactory posting schedule 
for hand-written special-column journals is to post detailed items 
daily and column totals monthly. 
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Bisbursements Joumal. The disbursements journal is a medium 
for journalizing transactions representing the expenditure of cash. 
The form on page 218 illustrates this type of journal. In this ex- 
ample it is assumed that all payments except those for incidentals 
and payrolls are made by check. As in the case of the receipts journal 
discussed above, no distinction is drawn between the general cash 
account and accounts with special office funds used for making pay- 
ments. This topic receives attention in Chapter XII 1. The example 
assumes the use of a cost ledger, containing the accounts with current 
operating charges, and controlled by an account in the general ledger. 
It is also assumed that costs and accounts payable are recorded in 
terms of net prices, and hence no column is provided for purchase 
discounts. 

As is the case with other journal forms the number and character 
of the columns employed in the disbursements journal will vary with 
the circumstances. If an enterprise maintains several active check- 
ing accounts, for example, it may be expedient to introduce a special 
column for each bank (or to divide the disbursements joui'nal into 
several distinct books, one for each bank). Wherever any cost ele- 
ment is commonly acquired on a cash basis, and the entries involved 
are fairly numerous, a special column can be introduced for such 
element. In some situations it may be desirable to employ columns 
for notes payable and interest, or for charges to other liabilities. 

Posting Disbursements Journal. The process of proving the form of 
disbursements journal illustrated here involves no complications. 
The footing of the unclassified column is taken solely for the purpose 
of proving. 

In posting, all column totals except the footing of the unclassified 
column are posted to the appropriate general-ledger accounts, as in- 
dicated by the folios under the footings. In addition the debits to 
the various operating cost accounts are posted in detail. In the case 
of the unclassified column the charge to merchandise on July 6 il- 
lustrates a special condition not infrequently arising in bookkeeping 
practice. The fact that this charge is marked '‘N. P.'' (not posted) 
implies that a purchases journal is being maintained concurrently 
through which all purchases of merchandise, on account or for cash, 
are being journalized and posted. To avoid perpetuating in the 
ledger the overlapping of the journals under these conditions it is 
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necessary, as previously pointed out, to check the cash entries in the 
purchases record without posting and to check all merchandise en- 
tries in the disbursements record without posting. Since no special 
column for merchandise is maintained in this disbursements journal 
(due to the fact that purchases on a cash basis are assumed to be rare) 
it is necessary to place the merchandise entries in the unclassified 
column and to take care that such entries are not posted. Other 
entries in this column are of course posted individually in the usual 
manner. 

The record of transactions which are in part on a cash basis and 
in part on a credit basis must either be divided between the cash 
journals and some other form of journal or special arrangements 
must be made to take care of all entries involved in the cash journals. 
In the illustration the purchase of delivery equipment on July 6 is 
an example of such a transaction. Reference to the underlying 
documents and to page 40 of the general journal, it will be assumed, 
shows that a delivery truck was purchased at a cost of $1,500, and 
that a note was given for $1,000 in addition to the cash payment of 
$500. The transaction is recorded in the disbursements journal, 
however, only to the extent of the cash payment, and the general 
journal is used to complete the record. To make it possible to record 
such transactions in full in the disbursements journal it would be 
necessary either to introduce a credit unclassified column or to make 
the single unclassified column do double duty by providing some 
special means (for example, another color) of designating credit en- 
tries. If this latter expedient were used it would be necessary to take 
a separate footing of all credit entries in the unclassified column. 
Such a transaction, of course, might be recorded in full in the general 
journal, assuming that it were considered feasible to omit some cash 
entries from the regular disbursements record. Another possibility 
is to treat the transaction, at the outset, as a purchase on account, the 
settlement of the account then being divided between disbursements 
journal and general journal. 

Composite Cash Journal. The receipts and disbursements journals 
are sometimes juxtaposed on alternate facing pages of the same vol- 
ume, the whole being called the “cash book.“ The use of such a 
journal brings about a concentration of all transactions affecting 
cash, including bank account, in one record, and some deem this to 
be an advantage, particularly in small concerns. Through the intro- 
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duction o£ columns for cash and bank balances it is in fact possible 
to employ the composite cash book as an elaborate form of cash ac- 
count, from which at any time may be determined the cash position 
as well as the details of receipts and disbursements. 

On the other hand there are obvious objections to combining two 
essentially independent journals. From a clerical standpoint it is 
often inconvenient to organize the record of receipts and disburse- 
ments on facing pages of a single volume or binder, especially in 
view of the fact that the same number of columns may not be re- 
quired for each side. It is also likely that the two sides will not be 
filled simultaneously, another source of waste space. More impor- 
tant is the fact that in most concerns of some size the division of the 
work of journalizing cash between two employees is usually helpful 
in securing efficient handling of the work of recording and as a fea- 
ture of the system of cash control and audit. There is no important 
reason, moreover, for attempting to secure a comprehensive cash 
account in journal form. 

Purchases Journal. The ordinary purchases journal is devoted to 
recording the purchases of merchandise, materials, and supplies. 
The form on page 221 is an example of a special-column purchases 
record. 

Aside from money columns, the illustrative form provides space 
for recording date, terms of settlement, name of vendor, and ven- 
dors* addresses. This part of the journal can be readily expanded to 
take care of such additional data and references as order number, 
invoice number, description of purchases, method of shipment, etc. 
In general, however, the journal form should not be loaded with de- 
tails which can be readily ascertained, when needed, from files of 
underlying documents. 

The expression "2/10, n/30,” for example, means that 2% of the 
gross invoice price is deductible if payment is made within ten days 
from date of invoice and that if advantage is not taken of the dis- 
count the gross amount of the bill is due in thirty days. See dis- 
cussion of discounts in Chapter XIV. 

A special column is used here for notes payable. Such a column 
is appropriate where numerous purchases are based directly upon 
notes and drafts and it may also be justified where such transactions 
are not common provided all credit purchases, other than those on 
account, can be recorded in this column. The use of the bank col- 
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umn assumes that checks are issued for all cash purchases. In cases 
where ail purchases are on a credit basis this column would of course 
be suppressed. Another possibility would be to introduce a general 
or unclassified credit column, in lieu of columns for notes payable 
and bank, to cover all purchases not on account. The entries in 
such a column would then be posted individually to bank, notes pay- 
able, or any other account that might be involved. The use of the 
column for store supplies in the illustration is suggestive of the pos- 
sibilities of expansion in this direction. Where acquisitions of vari- 
ous classes of supplies, and fixed assets such as ec[uipment, are all 
recorded in the purchases journal it is likely to be advisable to open 
an unclassified debit column to take care of such entries, as seldom 
wdli any one account be sufficiently active to justify a special column. 

There may be as many merchandise or materials columns as there 
Hire active merchandise or materials accounts in the general ledger. 
As in the case of other kinds of costs another device to secure classi- 
fication is the use of space for account numbers in conjunction with 
a single money column. Under this procedure, of course, it is neces- 
sary to post the entries individually to the accounts as indicated. It 
is assumed in the example given that if a detailed stores ledger is in 
use posting to the subsidiary accounts is accomplished through the 
underlying papers rather than through the journal. Where the 
buyer regularly pays freight or other transportation charges on pur- 
chases a special column or columns may be employed to take care of 
entries representing these additional costs. Transportation charges 
on purchases are essentially a part of the cost of merchandise and 
can properly be included directly in the merchandise account; never- 
theless it may be advantageous in some situations to maintain a 
separate account for this element until the close of the period. A 
further possible feature of the purchases journal is the use of a credit 
column for returns. Such a development, however, also requires the 
introduction of one or more debit columns and hence is of doubtful 
advantage. Where returns and special allowances are very common 
a special journal, devoted solely to such adjustments, is sometimes 
employed. In general, it may be added, it is better to divide a par- 
ticular journal into two or more separate records than to permit it 
to become unduly elaborate. 

The processes of proving and posting the purchases journal are 
similar to the procedures involved in dealing with other types of 
specialized journals. In the illustration the bank column is checked 
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without posting as it is assumed that the disbursements involved are 
also recorded in the disbursements journal and will find their way 
to the bank account through that medium. If desired, the postings 
to particular vendors’ accounts may be secured through the journal 
rather than from underlying papers. In this event the pages of the 
accounts of the subsidiary ledger are listed as posting is accomplished, 
and a space for this purpose must be available—possibly adjacent to 
the accounts payable column. 

Sales Journal. The sales journal, as the name indicates, is used in 
recording sales of merchandise and, in some cases, other types of 
revenue. The form on page 22S is illustrative. This form provides 
for the recognition of only three classes of sales but it is evident that 
it could be readily expanded to take care of a more extensive classi- 
fication of revenues (through the use of special columns for all active 
divisions of sales and a general sales column, supplemented by space 
for account numbers, for all other classes of sales recognized in the 
ledger). In more elaborate sales journals, further, columns are some- 
times introduced to cover merchandise costs and delivery charges 
applicable to the various classes of sales. Through the addition of 
columns for special revenues and earnings such as repair service, rent, 
interest, etc. the sales journal can also be used as a complete revenue 
and income journal, although it is to be doubted if such a compre- 
hensive record is desirable for most concerns. The introduction of 
columns for sales returns and allowances is still another way in which 
this journal may be expanded. 

The sales journal is often subdivided into a number of separate 
records corresponding to main departments of the business. In the 
field of automobile distribution, for example, separate journals may 
be used for sales of new cars, sales of used cars, and sales of parts 
and accessories. Separate sales journals may also be provided for 
branches or other major sales outlets. 

In the illustration the cash sales entries are assumed to be daily 
totals not accompanied by numbered invoices. It must be under- 
stood, however, that register readings or sales tickets lie back of these 
entries and furnish the basis for division between the two classes of 
sales. The fact that no unclassified debit column is introduced im- 
plies that all sales other than for cash are based on accounts receiv- 
able and notes. 

Proving and posting in this case involve no special features. The 
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total of the cash column, included in this journal to complete the 
record of sales, is not posted, as the entries contained therein are 
assumed to be posted to the cash account through an accompanying 
receipts journal. No folio numbers are indicated in the example for 
specific customers’ accounts, but in view of the fact that individual 
credit sales are listed by customers’ names it is entirely feasible to 
post to the subsidiary ledger from the sales journal in this case. 

Illustrative Problem. An example is needed to illustrate a con- 
sistent scheme of specialized journals designed for a particular type 
of situation. 


Data 


E. D. Cook Go. operates a combined wholesale and retail fruit store. Merchan- 
dise is purchased from day to day, all on account. Payments to merchandise 
creditors are of frequent occurrence. Retail sales are all for cash; wholesale sales 
are ail on account. All receipts — less disbursements in actual cash — are deposited 
daily in the Exchange Bank. A change fund of $100 is maintained in the cash 
drawer. Part-time helpers who come in at busy hours, evenings and week-ends, are 
paid in currency from day to day; other employees are paid by check biweekly. 

Managerial services are furnished by E. D. Cook, and payment therefor is usually 
made monthly by check. Sales are divided between wholesale and retail depart- 
ments, and the merchandise cost of wholesale deliveries is computed and journalized 
daily. All wholesale deliveries are made by the Preston Delivery Service; pay- 
ment is made daily, usually in actual cash. Purchases and wholesale sales are 
recorded originally in terms of gross invoice prices and discounts taken or allowed 
are entered in special accounts. Bills for utility service, rent, and other general 
operating costs are commonly paid monthly. 


For the week of January 2-7 of a particular year the data of transactions are: 
(1) Purchases of fruit: Adams Co., $300; Bay Produce Co,, $450; Crandeil, 
Inc., $300; S. B, Greene, $100; Cossi & Go., $250. Terms in each case, 
2/10, n/30. 

{2) Payments to merchandise creditors: 


Name 

Gross Bill 

Discount 

Check 

Vannic Co. 

$ 200 

$ 4 

$ 196 

Cossi & Go. 

250 

5 

245 

S. B. Greene 

50 

1 

49 

Harry Chan 

250 

5 

245 

Bay Produce Co. 

500 

10 

490 


(3) Daily cash payments to temporary helpers total $150. 

(4) Check received from Adams Go., covering return of merchandise on Decem- 
ber 20, $50. 

(5) Merchandise with a cost value of $40 is returned to Bay Produce Go. with 
consent of vendor. 

(6) Retail sales, $1,000. 

(7) Wholesale sales: S. O. Swinton, $300; Fosdick Go., $400; Kyer Co., $300; 
Lee & Grady, $450; Wilson Co., $200; Holly Produce Go., $150. Terms 
in each case, 2/10, n/30. 
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(8) Collections from credit customers: 


Name 

Gross Bill 

Discount 

Received 

Allen Co. 

$ 400 

$ 8 

$ 392 

Fosdick Go. 

400 

8 

392 

Harris & Harris 

200 

4 

196 

Lee & Grady 

500 

10 

490 

Swisher Go. 

300 

5 

295 


(9) Bank deposits for week total $2,540. 

(10) Payments to Preston Delivery Service: in cash, $75; by check, $25. 

(11) Payment of January rent by check to R. S. Archer, $200. 

(12) Purchase of store equipment from the Rex Go., $200; a down payment of 
10% is made by check and the balance is treated as a purchase on account. 

(13) Daily cost slips show total merchandise cost of wholesale deliveries for the 
week, $1,500, 

(14) Store supplies purchased for cash, from Arco Go., $50. 

Directions 

(а) Prepare receipts journal, disbursements journal, merchandise purchases book, 
wholesale sales book, and general journal suitable to the conditions of E. D. Cook 
Go.’s operations. 

(б) Assuming reasonable and consistent ledger folios show how these journals 
would appear if they were completely posted at the close of business, January 7. 

Solution 

(See forms on pages 227-229) 

Comments 

(1) Purchases and wholesale sales are assumed to occur in such numbers and 
amounts as to make it feasible to journalize each shipment and to post to the indi- 
vidual accounts in the subsidiary ledgers from the purchases and sales journals 
rather than from underlying documents. Merchandise costs only are handled 
through the purchases journal. 

(2) It should be borne in mind that the entries covering deposits and retail sales 
in the receipts journal, labor and delivery costs in the disbursements journal, and 
merchandise cost of wholesale sales in the general journal, represent totals of indi- 
vidual entries assumed to be made from day to day. 

(3) The bill numbers listed in the case of purchases represent an assumed series 
of numbers attached by the vendee for the purpose of identifying invoices. In 
general the data listed in the “memo” column are merely suggestive of references 
or descriptions which might be employed. Gheck numbers arc not listed in the 
disbursements journal in this example. 

(4) It is not intended to suggest that footing and posting in practice should be 
done weekly. 

(5) In listing subsidiary ledger folios (otherwise than in the purchases and sales 
journals), the letter “R” is employed to designate accounts receivable and “P” to- 
indicate accounts payable. In practice, as previously explained, the name without 
the sheet number is often considered sufficient identification, but the numbers are 
listed here for the purpose of more definitely suggesting the mechanics of posting. 
In the case of the credit to Adams Go. recorded in the unclassified credit column of 
the receipts journal the use of a general-ledger folio (120) as well as a subsidiary- 
ledger folio (P 4) shows that this item is posted in duplicate — to the controlling 
account. Accounts Payable, as well as to Adams Go. Similarly the debit to Bay 
Produce Co. and the credit to the Rex Co. in the general journal must be posted to 
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Accounts 

Vannic Go. 

Gossi & Go. 

S. B. Greene 

Harry Chan 

Bay Produce Co. 

Rent 

Store Equipment 
Store Supplies 

Memo 

Bill #5B 

Bill #54 

Bill #60 

BUI #57 

Bill #55 
Helpers 
Preston 
Archer— Jan. 
Rex Go. 

Arco Co. 

Date 

2-7 

Jan. 
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Bill 




Mer- 


Accounts 

Date 

No. 

Terms 

Creditors 

F 

chandise 

Payable 







Dr. 


Cr. 


Jan. 

2-7 

63 

2/10, n/30 

Adams Go. 

4 

300 

00 

300 

00 



64 

2/10, n/30 

Bay Produce Go. 

7 

450 

00 

450 

00 



65 

2/10, n/30 

Grandeil, Inc. 

9 

300 

00 

300 

00 



66 

2/10, n/30 

S. B. Greene 

17 

100 

00 

100 

00 



67 

2/10, n/30 

Gossi & Go. 

11 

250 

00 

250 

00 







1,400 

00 

1,400 

00 


(50) (120) 


WHOLESALE SALES JOURNAL 


Date 

Inv. 

No. 

Terms 

Customers 


Accounts 

Receiv- 

able 

Dr. 

Whole- 

sale 

Sales 

Cr. 

Jan. 

2-7 

104 

2/10, n/30 

S. O. Swinton 

38 

300 

00 

300 

00 



105 

2/10, n/30 

Fosdick Co. 

1 10 

400 

00 

400 

00 



106 

2/10, n/30 

Kyer Go. 

22 

300 

00 

300 

00 



107 

2/10, n/30 

Lee &. Grady 

26 

450 

00 

450 

00 



108 

2/10, n/30 

Wilson Co. 

49 

200 

00 

200 

00 



109 

2/10, n/30 

Holly Produce Go. 

13 

150 

00 

150 

00 







o 

o 

CO 

00 

g 

00 




the controlling account as well as to the specific subsidiary accounts. An alterna- 
tive to the recording of two folios on a single line is the use of an additional line on 
which the name of the controlling account appears. 

Questions 

1. What factors account for the subdivision of the journal into a number of 
separate and specialized records? 

2. What are the four most common groups of routine business transactions? 
List the corresponding journal forms. 

3. Illustrate the overlapping of specialized journals and explain how double 
posting is avoided in such cases. 

4. Give an illustration of a transaction which may be recorded in part in each 
of two journals. 

5. What is the function of the receipts journal? Name the columns you would 
expect to find in this book and explain how the entries therein are posted. How are 
deposits handled through such a journal? 

6. What is the function of the disbursements journal? Name the columns 
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you would expect to find in this book and indicate how the entries therein are 

posted. - . 1 L* 

7. Describe the composite cash book and indicate the principal objections to 

the use of such a record in lieu of two distinct j'ournals. 

8. Describe the purchases journal. What money columns would be required 
for this book in a case where all purchases are on account and but a single class of 

merchandise is recognized in the ledger? 

9. Describe the sales journal. Is the cash column of the sales journal posted? 

Explain. 

10. In what journal or journals would you record the accrual of rent revenue? 

The collection of rent revenue? The sale of a parcel of land on a contract, the 
buyer millin g a small down payment? The accrual of payroll? The payment of 
payroll? The receipt of a note from a customer to cover his open account.-' 
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Nature of Cash, As pointed out in the preceding chapter, the trans- 
actions which involve the receipt and disbursement of cash constitute 
a large part of the volume of the day-to-day business in the typical 
enterprise, and the specialized cash journals are among the most 
active and important of the records employed in bookkeeping. Ac- 
cordingly, in undertaking at this stage a more intensive study of the 
common transactions and accounts the discussion may well begin 
with a further consideration of the nature of cash and the handling 
of cash transactions. 

The essence of cash is immediate availability as purchasing power. 
That is, any type of money or the equivalent of money which can be 
exchanged readily for all kinds of goods and services, and which is 
generally acceptable in settlement of obligations, can be viewed as 
cash. The principal forms are: (1) coin and paper cunency; (2) 
checks and other credit instruments functioning as money; (3) bank 
balances subject to check; (4) special funds and deposits. The first 
includes silver dollars, subsidiary fractional coin, silver certificates, 
Federal Reserve notes, and other forms of currency. The second 
form includes, in addition to ordinary checks, certified checks, bank 
drafts, cashiers’ checks, travelers’ checks, postoffice money orders, and 
express money orders. The treatment of certain kinds of credit in- 
struments as cash is based on custom and convenience. Strictly 
speaking such instruments represent receivables, not money. The 
personal check, for example, is basically a bill of exchange, an order 
to pay, and there is always a possibility that it will not be honored, 
it is common practice, nevertheless, to treat checks as cash on hand 
when received, and to include them in the bank balance as soon as 
deposited, adjustments being made later in the relatively rare cases 
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of bad checks. Such receivables as matured bond coupons, and other 
instruments which are due and collectible, are also sometimes 
counted as cash, but this practice is objectionable. In no case should 
ordinary accounts and notes, to say nothing of informal and ques- 
tionable claims and accounts, be classed as cash. 

Bank accounts (particularly commercial or checking balances); 
rather than actual cash on hand, constitute the most important ele- 
ment in the total cash of the typical concern. Such accounts in es- 
sence are likewise nothing more than very liquid and highly safe- 
guarded receivables, and in the past they have sometimes proved to 
be neither liquid nor secure. Nevertheless it remains true that the 
great bulk of business payments are made by means of checks or 
orders on bank balances, and there is every reason to believe that 
commercial bank accounts will continue to function as the principal 
form of business cash. 

Savings accounts and certificates of deposit, although not freely 
available for checking purposes, are commonly included in cash. 
The same is true of funds on deposit which have been dedicated to a 
special purpose and whose use as money is therefore restricted. 
Funds on deposit with brokers and returnable on demand, can rea- 
sonably be viewed as cash. 

Sinking funds and other forms of trusteed deposits should gen- 
erally be excluded from cash. 

Advances and deposits in connection with purchase contracts, 
agency commitments, and other special relationships should be ac- 
counted for as prepayments or receivables rather than as cash, even 
where the amount is returnable under prescribed conditions. Unex- 
pended balances of working funds in the hands of parties acting as 
agents of the owner are likewise often excluded from cash. In the 
form of balance sheet prescribed by the Interstate Commerce Com- 
mission for steam railways, for example, amounts “receivable from 
agents and conductors” are treated as receivables rather than as cash. 

Types of Cash Accounts. There are three main types of cash ac- 
counts. First, there is the general cash account which serves as a 
clearing account for all cash items flowing into the business. To this 
account should be charged all funds as received, from whatever 
source and in whatever form. Even in the case of borrowings at the 
bank which immediately become a part of the bank balance, and in 
the case of other additions to cash which do not come into the office 
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as checks or otherwise, it is advisable to adhere to this rule. To this 
account should be credited all deposits in bank accounts, and trans- 
fers to special cash funds or disbursements in the form of actual cash, 
if such are allowed under the system in use. 

A second type of cash account is the commercial bank account, the 
record of cash in bank. This account is charged with the amount of 
all deposits and credited with the amount of all checks drawn 
thereon. In addition periodic adjustments for exchange, service 
charges, etc. are required. In the large concern, with plants and 
offices in various cities, a considerable number of separate bank 
accounts may be maintained for the purpose of making ordinary pay- 
ments. Distinct bank accounts are also often established to take care 
of special funds and provide for certain classes of expenditures. 
Where funds have been raised for construction, for example, the 
same are often deposited in a special bank account. Funds for meet- 
ing payrolls may likewise be deposited in special accounts. In some 
cases several specialized accounts are carried with a single banking 
institution. 

The third kind of cash account is that representing cash set apart 
at the main or branch office to meet routine expenditures and special 
advances to employees or others which cannot conveniently be taken 
care of by check and which therefore require actual currency. Such 
office funds are often referred to as * ‘petty’' cash or “imprest” cash 
and are required in virtually all enterprises. The office cash account 
is charged initially with a specified maximum amount which is drawn 
from the bank account by check and placed in the fund. Thereafter 
(under the ideal procedure) this account is credited, periodically, with 
the expenditures made by the cashier, as evidenced by his vouchers, 
and is charged with the amount of checks drawn to replenish the 
fund. The treatment of imprest cash will be further discussed later 
in this chapter. 

In some cases a change fund is established for the cash drawer or 
register which remains continuously at a fixed amount, and is re- 
corded in a separate account. Such an account, although allied to 
imprest cash, might be viewed as a fourth class of cash account. 

Cash Control. Since cash is the medium through which all payments 
are effected it is evident that cash position is of great importance in 
determining financial standing and that a sound system of con- 
trolling cash is of marked assistance in this connection. Further, 
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since cash is the asset peculiarly subject to misappropriation, in addh 
tion to being subject to errors in handling and recording, the de« 
velopment of procedures and records designed to insure honest and 
accurate accounting for both receipts and disbursements is impera* 
tive. A proper scheme of control undoubtedly minimizes the pos- 
sibility of mistakes and misuse of funds and facilitates the disclosure 
of errors and losses if such do occur. 

The technical mechanism of cash control rests upon the principle 
of internal check. By internal check in this connection is meant in 
particular the systematic subdivision of the work of handling and 
recording cash, with a corresponding separation and specialization 
of records. This can, of course, be accomplished most completely in 
large concerns. Where the size of the business warrants it is advis- 
able to have receipts handled by one person or group of persons 
while disbursements are taken care of by another person or group. 
Further, those charged with the actual handling of funds should not, 
in general, have control of the auditing procedure and the journal 
and ledger records. 

In corporate organization the control of cash usually centers in the 
office of the treasurer. In such cases the treasurer exercises general 
supervision over the processes of receiving and disbursing and is in 
large measure responsible for the activities of cashiers, paymasters, 
remittance clerks, and other employees involved. The treasurer may 
also be responsible for the selection of depositories. 

Classes of Cash Receipts and Disbursements. The principal sources 
of cash receipts are as follows: (1) cash sales over the counter; (2) cash 
sales by mail; (S) collections on account; (4) collections of notes and 
bills; (5) discounting notes and bills; (6) collections of interest, rent, 
etc.; (7) sales of securities or other special assets; (8) short-term bor- 
rowings; (9) long-term borrowings; (10) proprietary investments. Of 
these, cash sales and collections on account are naturally of most 
frequent occurrence in the typical enterprise and are the most im- 
portant from the standpoint of the development of control. Not 
all of these classes of receipts, of course, will be found in every 
enterprise. 

The principal classes of transactions which involve cash expendi- 
tures are: (1) payments on account to parties supplying merchandise, 
materials, and supplies on a credit basis; (2) payments to employees 
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or others for services rendered; (3) purchases of commodities and 
services on a cash basis; (4) payment of short-term borrowings; (5) 
dividend and interest disbursements; (6) expenditures on account of 
construction or purchase of fixed assets; (7) settlement of long-term 
debt; (8) purchase of securities and other investments; (9) capital 
payments to stockholders or other proprietors. As in the case of 
receipts the use of specialized records and procedures is especially 
needed in dealing with payments on account and other routine types 
of disbursements. 

Cash Sales— Register and Ticket Control. In many retail merchan- 
dising lines, in establishments furnishing personal services (hotels. 


GASH REGISTER REPORT 

Department Store Date 1219150 


Registers 



n 

n 

#3 

X ULillS 

Reading today 

145 

115 

204 

464 

Balance yesterday 

20 

20 

20 

60 

Sales for day 

125 

05 

184 

404 

Gash in register 





Coin 

30 

25 

35 

90 

Currency 

105 

90 

155 

350 

Checks 

10 


13 

23 

Total 

145 

115 

203 

463 

Change fund 

20 

20 

20 

60 

Net cash 

125 

95 

183 

403 

For deposit 




403 

Short 



1 

1 

Over 






Audited Wilson Head Cashier 


theatres, laundries, etc.), and in some parts of the transportation 
field, cash sales ‘'over the counter” are very numerous, and are often 
small in amount taken individually. Here the danger of mistakes in 
making change and in counting and tabulating, and the possibility 
of loss from theft or other misuse of funds, are obviously serious, and 
some system of control is essential The device now very commonly 
employed to initiate control of receipts in such cases is the automatic 
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register. For effective control the register should show the amount 
of sale within the customer’s view, furnish the customer with a 
printed receipt ticket, and produce a continuous printed and totaled 
record of the amounts registered, locked in the machine. In using 
registers it is desirable, if feasible, to employ a separate machine for 
each department and separate drawers for each person (or each relay 
of persons) who “ring up” sales. Some types of registers furnish a 
subtotal for each person or shift. 

In connection with the use of cash registers a careful auditing pro- 
cedure must be developed. At the close of each day’s business or, 
as in the case of some restaurants, at the close of each cashier run or 
shift, the manager, head cashier, or other responsible person should 
audit each register. Regular forms (see example on preceding page) 
should be used in recording the results of register readings and audits. 

The daily records of cash received afford a basis for entries in the 
journals and are of assistance in preparing bank deposits. The cash 
in the register in excess of the regular change fund should of course 
be regularly withdrawn from the machine and deposited. 

The handling of receipts from small cash sales is sometimes cen- 
tralized through the use of a ticket system by which the customer 
“buys” a ticket of the cashier for the amount of his purchase and 
receives the merchandise upon presentation of the ticket. The chief 
objection .to this plan is its inconvenience to the customer. In 
cafeterias and many restaurants the customer receives a check or 
ticket from the waiter or other attendant which specifies the amount 
to be paid, and collection is made by the cashier as the customer 
leaves. Other familiar forms of ticket systems are those employed by 
theaters and railways. A feature of all ticket systems is the control 
of checks or tickets required. Under one plan a recording register, 
operated by the attendant who determines the amount of the charge, 
is used in issuing the checks. Another scheme involves the use of 
serially numbered tickets, all of which must be strictly accounted for. 
In auditing cash sales from day to day under the ticket system forms 
similar to that shown on page 235, with lines added for tickets turned 
in and tickets over or short, should be prepared. 

Cash Sales— Invoice System. In the case of clothing stores, furniture 
stores, department stores, and other retail establishments where the 
average sale runs into a considerable amount, the use of regular sales 
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invoices (variously called slips, checks, and tickets) is an essential 
feature in the proper handling of cash. Each salesperson is pro- 
vided with a book of numbered invoices, usually in duplicate or 
triplicate form. At the time a sale is made the invoice is filled out in 
detail by the clerk making the sale, one copy being furnished to the 
customer with the merchandise and the other copy or copies being 
retained for the purposes of audit and sales analysis. In the iarget 
stores the actual money received from the customer either is turned 
over to a central cashier by means of a tube system or other form ol 


WEST & COMPANY 

Summary of Daily Gash Receipts 

Date IZjQjSO 

Sources 


Cash Sales 

623 

Accounts Receivable — Customers 

305 

Accounts Receivable — Employees 

50 

Accounts Receivable — Other . 


Notes Receivable and Interest 


Remittances from Branch Stores 


Customers’ Deposits and Advances 

75 

Total . 

1053 

Deposit 

1053 

Balance 


M. E. Marsh 

Cashier 


mechanical carrier or is handed directly to a local or department 
cashier. (Registers may well be used in connection with the invoice 
system.) The work of the subordinate cashiers, where such are em- 
ployed, is confined to making change, acting as custodian of cash dur- 
ing the day, and— in some cases— wrapping and checking merchandise 
as sold. The duties of a central or control receiving cashier include 
counting cash, making daily reports of cash received to the auditor 
or comptroller, and preparing the bank deposits. The daily report 
of cash received (see illustrative form on this page) may show the 
composition of cash (coin, paper currency, checks) and should dis- 
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play the origin of cash by departments or other sources in more or 
less detail. In some cases the report also includes a statement of the 
amount deposited and the balance retained as a change fund. 

Internal audit of cash receipts from sales under the invoice system 
involves regular comparison of summaries of sales slips, register read- 
ings (if registers are used), cashier’s reports, and deposit records, 
coupled with checks of cash held by cashiers as change funds. Where 
the procedure has been carefully worked out all discrepancies will 
be promptly disclosed by the audit, and it will not be difficult to 
localize responsibility. 

The sales slips or invoices constitute the underlying basis for the 
entries in the accounting records. The entries in the receipts journal 
for the day’s cash sales are drawn from the cashier’s report or from a 
special summary of invoices. Entries in the sales records are based 
upon a tabulation of the invoices by departments or types of revenue 
as required by the system of accounts employed. The sales invoices 
also furnish the data for the daily reports of sales which are made to 
the proper executives. 


Handling Collections on Account. Where payments on account are 
made by customers in person, and especially where such payments 
are primarily in the form of coin or paper currency, there is much to 


WEST & COMPANY 

RECEIPT TICKET 

$ 100,00 

July 5 19 50 

Received of L. J. Parsons 



mAshst, 



^ City :■ ■ 


Fol.No. 61 

Amount 

Inv. No. 

Inv. Date 

$ 75.00 

361 

6125150 

25.00 

365 

6126/50 

%100.00 

; 

By_ 

■ WEST & COMPANY ' „ ' . ' 

J. R. Clark 
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be said for the use of a system of receipt tickets. Such tickets (see 
illustrative form on page 238) should be prepared in duplicate or 
triplicate and should be numbered serially. One copy should be 
furnished to the customer as his receipt and the remaining copy or 
copies should be retained for accounting purposes. In the case of 
regular services such as electric power, water, etc. a portion of the 
regular bill or statement may serve as the receipt form. 

In the case of receipts by mail (whether collections on account or 
advances with orders) a system of receipt tickets is not needed, partic- 
ularly in view of the fact that such remittances are usually in the 
form of checks and drafts. The first step in controlling such collec- 
tions is making provision for the opening of the mail and the listing 
of remittances by special clerks who have no further duties in con- 
nection with the handling of cash and who have no access to the 
books of account. (This procedure, of course, may not be feasible in 
the very small concern.) Under some routines the entries on the 
remittance sheets are verified by comparison with customers’ accounts 
or statements before being recorded in the receipts journal. Com- 
parison of the daily remittance sheets with the daily deposit slips 
affords a check on the amount of cash deposited. 

Hospitals, hotels, and similar institutions face a special problem in 
controlling collections from customers. In such concerns it is neces- 
sary to maintain a detailed and '‘up-to-the-minute” account with 
each guest so that the collection of the proper amount when he 
leaves is assured. This requires fast-moving and accurate procedure, 
and in this connection highly specialized forms and office equipment 
are employed. Further, the rapid flow of transactions emphasizes 
the need for a sound system of internal check. Wherever the size of 
the establishment warrants, the work of registering guests, keeping 
accounts, and making collections should be fully subdivided among 
the members of the staff, with a corresponding specialization of 
records. 

Depositing Receipts. The rule that all receipts must be regularly 
deposited in the bank account or accounts is an axiom of good cash 
procedure. In general funds received should be deposited daily, as 
this facilitates daily audits and verifications. In preparing funds for 
deposit ail currency must be carefully counted and %vrapped, and ail 
checks and similar credit instruments must be properly endorsed. 
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The next step is the listing of the items to be deposited on the de- 
posit slip. This slip should show the totals of all currency included 



in the deposit and a list of the checks in detail. Where many checks 
are involved the listing should be done mechanically on a special 
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form of sheet. In some cases deposit slips are prepared in duplicate, 
one copy being signed by the receiving teller and retained as a perma- 
nent record by the depositor; in other situations a pass-book is used 
as a means of securing the bank's receipt for funds deposited. 

The work of preparing funds for deposit and taking the cash to the 
bank is ordinarily included within the duties of the cashier and his 
assistants. The person making deposits should be a responsible em- 
ployee to whom this task has been definitely assigned. It should 
again be emphasized that those handling receipts and deposits should 
have no control over the journal and ledger records. 

Each month or oftener the bank furnishes the depositing concern 
with a statement of account showing the balance at the beginning of 
the period, the checks paid, the deposits, and the concluding balance. 
See illustrative form on page 240. This statement affords a valu- 
able check on the cash accounting of the depositor. 

Controlling Disbursements— Use of Checks. The rule that ail 
receipts shall be regularly deposited is complemented, in connection 
with the control of disbursements, by the rule that all disbursements 
other than small outlays made from imprest funds shall be made by 
check. Wherever commercial banking facilities are available— and 
they are to almost all enterprises— this procedure should be em- 
ployed, as it is a primary feature of a sound system of handling dis- 
bursements. If disbursements are made by check a permanent 
record of payment is furnished by the canceled checks and an addi- 
tional means of verification is afforded by statements issued by the 
bank. Further, if a proper procedure for issuing checks is developed 
the making of unauthorized payments is rendered difficult and any 
errors or irregularities which do occur are soon brought to light. 

Where checks are pen-written the ordinary bound or stapled check 
book with three or four checks to the page is commonly employed. 
All checks are numbered consecutively, preferably before use. When 
the check is drawn the stub as well as the check form should be care- 
fully filled, In writing in the amount mechanical devices, designed 
to prevent later alterations, are often used. The data for the dis- 
bursements journal are drawn either from the stubs or from a special 
list of checks prepared. Where checks are typewritten the check 
forms are usually in pads and are written in duplicate, at least in 
part. Under this procedure the carbon copies form a convenient 
basis for the entries in the cash records. 
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The process of signing checks should be definitely prescribed and 
fully safeguarded. All checks should be signed by the treasurer or 
other responsible official and there is something to be said for the 
system, in use in many concerns, which requires countersigning by 
a second official. 

Some form of the so-called voucher system (see discussion in Chap- 
ter XV) should be emji^loyed in connection with a procedure under 
which disbursements are made by check. Under this system ail pur- 
chavses of goods and services and all other payments—excepting those 
handled through imprest funds— are made on account, or are assumed 
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to be made on account, even where payment is made immediately. 
Further, all accounts are prepared and approved for payment by 
means of a definite, formal process. In connection in particular with 
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the voucher system a special form of check, designed to show pre- 
cisely what items are covered by the payment, is often used. The 
form on pages 242-243 illustrates one type of voucher check or pay 
warrant. 

Check Register. Where all disbursements other than those made 
from imprest funds are made by check the disbursements journal 
takes the form of a check register. The forms on this and the pre- 
ceding pages are illustrative. 


CHECK REGISTER 


Date 

Ck. 

No. 

Payee 


No. 

Unclassified 

Accounts 

Payable 

Dr. 

Com- 

merce 

Bank 

Cr. 

Dr. 

Cr. 

July 

5 

782 

L. J. Johnson 

V 






120 

00 

120 

00 



783 

R. M. Abbott 

V 






330 

00 

330 

00 



784 

L. E. Greenwald 

V 






420 

00 

420 

00 



785 

Barnes & Perry 

V 






10 

00 

10 

00 


6 

786 

Commerce Bank 

V 

150 

1,000 

00 





1,040 

00 





V 

351 

40 

00 









787 

Doggett & Wilson 

V 

51 



10 

00 

520 

00 

510 

00 



788 

R. L. Jackson 

v 






25 

00 

25 

00 



789 

J. H. Middleton 

V 






15 

00 

15 

00 


7 

790 

Vulcan Mfg. Co. 

V 






80 

00 

80 

00 



791 

Bay Telephone Co. 

V 






220 

00 

220 

00 



792 

C.L. Dayton 

V 






40 

00 

40 

00 



793 

J. L. Sawyer Co. 

V 






70 

00 

70 

00 



794 

Frank Evans 

V 

51 



20 

00 

500 

00 

480 

00 



795 

A. D. Adams 

V 

j 





190 

00 

190 

00 


8 

796 

Wines & Carlson 

V 






300 

00 

300 

00 



797 

C. L. Huston Go. 

V 






20 

00 

20 

00 



798 

T. Hughes 

V 






160 

00 

160^ 

00 



799 

V. J. Seward, Inc. 

V 






85 

00 

85 

00 


9 

800 

Arbor Supply Go. 

v 

52 



15 

00 

620 

00 

605 

00 



801 

Globe Di.splay Co. 

V 






170 

00 

170 

00 



802 

R. M. Blakey 

V 






15 

00 

15 

00 



803 

S. P. Hutton 

v 






120 

00 

120 

00 




i 


i 

1,040 

00 

45 

00 

4,030 

00 

5,025 

00 


(120) (30) 


If it is assumed that checks are issued only in settlement of liabili- 
ties previously booked the entries in the unclassified debit column 
are restricted to charges to liability accounts other than those in- 
cluded in accounts payable; on the other hand wherever payment is 
assumed to represent the first recognizable stage of the transaction 
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the accounts representing the cost o£ the goods or services involved 
will be represented among the unclassified debits. The credit un- 
classified column in the example (page 244) is used for discounts or 
other special adjustments. Where liabilities are regularly established 
on the books at gross invoice prices a special column for purchase dis- 
counts can be used to advantage. If liabilities are booked consist- 
ently at net prices, and checks are issued only in payment of recorded 
liabilities, there is no occasion for unclassified columns in the checl^ 
register. 

The single bank column in the examples is illustrative; a separate 
column would be required for each active bank account. If, hows 
ever, the number of distinct bank accounts on which checks are regu 
larly drawn is large, it will be desirable to use a separate checl^ 
register for each such account, or small group of such accounts. 

Posting the check register is accomplished along the lines previ 
ously described for other types of special journals. All entries in the 
unclassified columns must of course be posted in detail. If desired 
the debits to specific creditors' accounts may be posted through the 
register instead of from underlying papers. 

In another type of check register columns are introduced for de 
posits and bank balances, which facilitates the computation of the 
balance on hand continuously or as often as desired. If this is done, 
however, it is advisable to treat the deposits column in the check 
register as a memorandum column, not to be posted. As explained 
in the preceding chapter depositing is essentially a part of the process 
of receiving and can be conveniently recorded through the receipts 
journal, especially where the general cash account is used as a clear- 
ing account to which all receipts are charged and all deposits are 
credited. 

Where checks are prepared by machine the duplicate checks can 
serve as a check register and a daily total of all checks drawn, dis- 
tributed by general-ledger accounts affected, may then be recorded in 
a summarized disbursements journal. 

Imprest Funds. It was stated above that all disbursements should 
be made by check except in the case of payments through imprest 
funds. The need for one or more such funds in the typical enterprise 
arises out of the fact that it is inconvenient if not impossible to avoid 
using currency for certain types of expenditures. Payments for post- 
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;ige and tax stamps, for exaiiipie, usually must be made in the form 
of actual cash, and those furnishing incidental supplies and services 
also often desire payment in cash. Further, a fund of office cash is 
almost a necessity in most concerns as a source of currency with which 
to meet emergency calls for traveling expenses and other special re- 
quirements. 

Under the imprest system the fund is established by drawing a 
check on the bank account for an agreed upon amount— ranging 
from 125 to |500, or even more, as the circumstances dictate— the 
cash so secured being placed under the control of a particular em- 
ployee. From the fund thus created the cashier in charge makes 
disbursements from time to time upon proper authorization. As a 
means of validating his expenditures the petty cashier should be 
required to obtain a receipt or some form of voucher to support each 
payment from the fund. If this is done the amount of cash on hand 
plus the disbursements shown by the vouchers will at all times equal 
the specified amount of the fund. In this connection a standard 
form of receipt (see illustration below) can often be employed to 
advantage. 

RECEIPT FOR CASH EXPENDED 

Amouat %19.50 Date 1 15,150 Nq. 

Xo F- 

Description 

Far milway ticket-— Chicago V 9.50 

Cask advance V 10.00 

V 19.50 

Approved Receipt Is Hereby 

Acknowledged 

i ... ' J, H. _ E. D. Cook 


Replenishing Imprest Funds. From time to time, as his fund runs 
low, the cashier is reimbursed for the actual expenditures made from 
the fund as shown by his accumulation of receipts or other mem- 
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oranda. The petty cashier transmits his receipts to the head cashier 
or to the treasurer, accompanied by an itemized statement or sum- 
mary voucher (sometimes prepared on the back of the special form of 
envelope or jacket used to hold the individual receipts or vouchers). 
A check is drawn for the precise amount of outlays reported, the 
proceeds being turned over to the cashier to replenish his fund. The 
amount of the replenishing check, under the most common pro- 
cedure, is charged not to imprest cash but directly to the various ex- 
pense accounts and other types of accounts represented by the 
reported disbursements made by the cashier. Where this plan is 
followed the fund account in the ledger always stands at the stated 
amount and appears to be entirely inactive. If it is desired to record 
the ebb and flow of the amount of cash in the fund the amount dis- 
bursed, as shown by the cashier’s vouchers, must be credited to the 
fund account, the concurrent charges being to the expense accounts 
or other accounts affected, and the amount of the replenishing check 
will then be charged to the fund. This procedure has the advantage 
of more completely reflecting in the ledger records the successive 
processes of making payments and replacing the amounts expended. 
It can also be defended on the ground that it conforms to the adjust- 
ment required at the close of each accounting period. On the oc- 
casion of preparing financial statements, in other words, all imprest 
funds must be examined and the amount of ail expenditures to date 
of statements as shown by the accumulated vouchers must be credited 
to fund accounts and charged to the proper accounts, and there may 
be no need for replenishing the fund at this point. 

Assume, for example, that an office cash fund of |100 is established 
under the control of the petty cashier, from which he is authorized 
to make disbursements under prescribed conditions. Under either 
procedure the entries reflecting the creation of the fund, in skeleton 
journal form, are as follows: 

Office Gash $100 

Bank SlOO 

rhese entries are recorded in the check register or other form of 
disbursements journal. Assume, further, that the petty cashier has 
instructions to present his statement of expenditures and supporting 
vouchers whenever the fund falls below |20 and that his first report 
shows expenditures of $82. A check would then be prepared for the 
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precise amount disbursed, and the cash would be drawn from the 
bank and turned over to the cashier to restore his fund. Under the 
first procedure described above the entries recording this act of re- 
plenishing, would be as follows: 

Office Supplies , $ 82 

(and other accounts affected) 

Bank $ 82 

Under the second procedure indicated the required entries would be: 

( 1 ) 

Office Supplies 

(and other accounts affected) 

Office Gash 

( 2 ) 

Office Cash 

Bank 

It is worth noting that where expenditures from the imprest fund 
typically are chargeable to a number of accounts the acceptance of 
the abridged procedure makes the recording of the replenishing 
checks in the check register a space-consuming operation. It is of 
course possible to record replenishing checks through the general 
Journal or some other medium, restricting the check register to checks 
drawn in favor of outside parties. 

Imprest Cash Register. The cashier in charge of imprest cash, as has 
been pointed out, must accumulate receipts or other papers support- 
ing his expenditures in detail, and must furnish these evidences and 
a classified recapitulation of the same to his superior when applying 
for funds to make good his disbursements. In addition the petty 
cashier should maintain a systematic and permanent record of cash 
received and disbursed. This record, the “petty cash book,*' may 
range in form from a very simple page with two money columns to a 
more or less extended special-column sheet, as the circumstances re- 
cjuire. The form on page 249 is illustrative. 

In this example but one special column is provided in the distribu- 
tion of charges, all other charges being recorded in the unclassified 
column. The purpose is merely to suggest the possible use of special 
columns in this connection. In preparing the summary voucher of 
expenditures to be submitted with the receipts or other underlying 
papers it is of course necessary to make a complete analysis of the 
disbursements to provide a basis for entry in the regular cash book or 


. I 82 

$ 82 

. 82 

82 
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Other form o£ journal record employed. This summary can be pre- 
pared from the petty cash book, or directly from the underlying 
memoranda. If the latter procedure is followed the petty cashier's 
report should be checked against the petty cash book before being 
transmitted to the head cashier. 

If desired the petty cash book can be used as a journal from which 
debits to the various accounts affected by the disbursements can be 
posted. In the illustrative form, for example, the total of the special 
column for office supplies could be posted directly to the account 
indicated, and the charges in the unclassified column could be posted 


PETTY CASH BOOK 





Fund 

Distribution 

Date 

Rec. 

No 

Payee 

Description 


1 



Office 

Unclassified 





Dr. 

Cr. 1 

Sup- 



- 









plies 

Acct. 

Amt. 

July 

5 



Check #468 

100 

00 










1 

Postoffice 

Stamps 



10 

00 

10 

GO 






2 

Buckeye Co. 

Carbon paper 



5 

00 

5 

00 





6 

3 

Railway Express 

Express charges 



5 

00 



234 

5 

00 


7 

4 

R. E. Osborne 

Advance 



30 

00 



261 

30 

00 


8 

5 

Postofficc 

Stamps 



5 

00 

i 5 

00 






6 

Acme Supply Co . 

Stationery 



5 

00 

5 

00 






7 

Harry Boyd 

Janitor 



10 

00 
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10 

00 


9 

8 

Railway Express 

Express charges 



12 

00 



234 

12 

00 






100 

00 

82 

00 

25 

00 


57 

00 





Balance 



18 

00 











100 

00 

m 

00 










Balance 

18 

00 












Check #512 

82 

00 









individually to the accounts indicated by the account numbers given. 
The total of the credit fund column, in this case $82, would then be 
posted to the fund account in the ledger. The debit fund column, 
on the other hand, would not be posted, as the drawing of checks to 
establish or replenish the fund would be journalized in the check 
register and posted therefrom. It is to be noted that where the petty 
cash book itself is employed as a posting medium the scheme of 
entries conforms to the second of the two procedures for recording 
the replenishing checks outlined earlier. 

Payroll Disbursements. The disbursing of funds to meet payrolls 
is a very important cash operation, and care must be taken in this 
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connection to develop a procedure which will prevent or minimize 
irregularities. This is particularly true of the large enterprise, where 
the number of employees may run into the thousands. 

Payroll payments are commonly made in the form of actual cash 
or by bank checks. Special time checks, payable in cash at the pay- 
master's office or from pay cars, are also sometimes issued to em- 
ployees. The amount to be paid on the particular date is determined 
from the payroll sheets or other types of payroll records. In making 
up the rolls it is often necessary to take into account special deduc- 
tions for pension funds, purchases by employees, stock subscriptions, 
taxes, etc. 

Where payment is made in the form of currency it is necessary to 
draw^ a check upon the appropriate bank account, payable to the 
paymaster or other disbursing officer, for the entire amount to be dis- 
bursed. Before drawing the cash a tabulation of the payroll should 
be made to determine the amount required in each of the various 
denominations, and a change list prepared to be submitted to the 
bank. The payroll check is then cashed and the pay envelopes are 
made up and delivered to the employees. In large concerns me- 
chanical devices are often employed in counting money and in filling 
the envelopes. Care must be exercised in distributing the envelopes 
to see to it that they reach the proper parties. Under one system 
each worker must be identified in the presence of his foreman when 
he receives his envelope, and the foreman as well as the paying clerk 
must sign the payroll sheet. Another common means of identifica- 
tion is to provide each employee with a metal plate or check bearing 
his payroll number. Provision should be made for having each em- 
ployee sign the payroll or some form of receipt. 

A system of paying by check has distinct advantages, not the least 
of which is the greater control secured. On the other hand this 
method of meeting payrolls is not always satisfactory to the rank and 
file of employees, and it throws a considerable burden on the bank. 
Where payment is made by check it is advisable (in the case of large 
companies) to establish a special bank account sufficient to cover the 
entire payroll and to draw the individual checks on this account. 
The work of drawing the checks can be reduced by the use of check- 
signing machines or stamped signatures, properly controlled. Copies 
of the lists of checks drawn, showing names of payees and amounts, 
are sometimes submitted to the bank. Salary payments, as opposed 
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to ordinary wage disbursements, can be readily made by cheek, as a 
relatively fixed and short list of names is involved and identification 
is usually not a matter of great difficulty. 

The tasks of preparing the payroll and the making of payments 
should be in separate hands. Where the rolls are compiled in one 
department and actual disbursements are handled by another depart- 
ment the danger that the rolls will be padded or otherwise im- 
properly prepared is much reduced, and if changes are made in the 
sheets after they have been forwarded to the paymaster they can be 
easily discovered by comparing the rolls as paid with the copies 
retained by the accounting department. 

Payroll procedure is further discussed in Chapter XV. 

Branch Receipts and Funds. If the branch office receives cash from 
cash sales or makes collections on account the total cash received 
should either be remitted to the main office daily or should be de- 
posited daily in a local bank to the credit of the home office, to be 
remitted as desired. In either case the branch manager should make 
a daily report of sales and receipts to the treasurer at the main office. 
If a branch bank account is used a receipted duplicate deposit slip 
should be forwarded with the daily report. No withdrawals from 
(he branch bank account should be made except for the purpose of 
remitting to the main office. 

Branch cash funds from which disbursements are made should or- 
dinarily be handled under the imprest system, and should be kept 
entirely separate from funds accumulating for transfer to the main 
office or for deposit. Payment of bills by a branch should as a rule 
be restricted to small items requiring immediate attention; all other 
bills should be forwarded to the home office. 

Bank Reconciliation. A regular feature of cash control is the recon- 
ciliation of the balance shown by the bank statement submitted at 
the end of the month (or other period) with the balance of the bank 
account appearing in the general ledger at the same date. The state- 
ment balance regularly differs from the account balance because of 
outstanding checks (checks issued but not yet received and paid by 
the bank). Another common cause of difference are late deposits 
which have been charged to the ledger account but not yet recorded 
by the bank. There may also be adjustments required of the ledger 
.account because of bank service charges, deposited checks which have 
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proved to be uncoiiectible by the bank, and other special conditions. 
Errors in keeping the account or errors made by the bank represent 
still another possible source of difiEerence. 

The standard process of reconciliation includes listing and ex- 
amination of returned checks and comparison of these checks with 
debits on bank statement, comparison of record of deposits with 
deposits shown by statement and listing of deposits not yet recorded 
by the bank, and listing of outstanding checks. Adjusting entries 
must be made for any differences such as service charges that rep- 
resent actual decreases in the bank balance which have not been 
reflected in the accounts. The final step is the preparation of a 
reconciliation schedule. The following indicates the form of such 
a schedule: 


M Company 


Bank Reconciliation, December 31, 1949 

Balance per statement, Dec. 31 $26,500 

Deposit Dec. 31, not in statement 1,200 

$27,700 


Outstanding checks, Dec. 31 : 


No, 

Date 

Payee 

Amount 

408 

12/20/47 

S. R. Moak 

$ 50 

417 

ni24/Al 

L. T. Rozar 

27 

428 

12/28/47 

Rogers Co. 

320 

431 

12/30/47 

Crane & Cork 

160 

435 


R. O. Simes 

113 

436 


Alston Go. 

615 

437 

12/31/47 

Thomas Go. 

205 


$26,210 

Service charges deducted in December 5 

Balance per ledger, before adjustments, Dec. 31 . . . . . $26,215 

A variation in procedure is to make adjusting entries necessary to 
record any special deductions shown by the bank statement and then 
reconcile the statement with the adjusted ledger balance. 

Where large numbers of checks are issued it may be desirable to 
make arrangements with the bank to have paid checks returned 
weekly, or even daily. 

Cash Statements. Attention has been called to the need for daily 
reports of receipts, periodic bank statements, schedules of imprest 
fund expenditures, and other routine cash statements. In addition 
there is usually prepared at the end of each month or other signifi- 
cant period a comprehensive statement of receipts and disbursements 
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and cash position-a treasurer’s report. The following example is 

illustrative. 


Unity Baking Company 
Statement of Receipts and Disbursements 
and Cash Position 
Month Ended December 31, 1949 
Cash balance, opening of business, December 1 : 

On hand (including imprest fund vouchers) . 

In bank . . - 


$ 1,000 

30,000 $31,000 


Collections; 

Customers’ accounts 
Notes, including interest 

Cash sales 

Sale of real estate . 

Bank loans 

Miscellaneous receipts. 

Total receipts 


Receipts 


$38,000 

1,500 $39,500 


7.500 

4.500 
7,000 
1,530 


60,030 


$91,030 


Disbursements 


Trade creditors accounts . 
Other current accounts . 
Payrolls: 

Factory 

Selling 

Office and administrative . 

Taxes paid 

Notes retired, including interest 

Office expenses 

Miscellaneous disbursements . 

Total disbursements 

Gash balance, December 31 . 
On hand . 

In bank ... 


Decrease in cash balance during December 


$28,000 

2,000 


$13,000 

6.500 

7.500 27,000 


2,000 

3.500 

1.500 
1,005 

65,005 


126,025 

$ 950 

25,075 


$26,025 


$ 4,975 


Cash Requirements, Cash enters into virtually all business opera- 
tions at some stage, as it is the only generally accepted asset which 
may be used in discharging obligations. No concern, therefore, can 
conduct its business without cash. With banking and credit ma- 
chinery and monetary habits as they now exist it is feasible to operate 
without keeping a large stock of actual currency in strong boxes or 
otherwise, but it is necessary to maintain adequate bank balances. 
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In the first place such balances are required because of the lack of 
day-to-day correspondence between cash receipts and cash outgo; in 
most cases it is not expedient to attempt to proceed on a hand-to- 
mouth basis with respect to cash. Further, banks require the main- 
tenance of reasonable balances as a necessary condition of financial 
accommodation; the general business public demands a respectable 
cash status as a condition of extending confidence; the possibility 
that a credit stringency will develop makes even an exceptional cash 
position something to be commended. At the same time it is clearly 
unwise to permit cash funds to accumulate in excess of a reasonable 
interpretation of needs. The goal of sound management in connec- 
tion with cash should be the development of conditions of capitali- 
zation, methods of collection and payment, dividend policies, use of 
temporary investments, and plans with respect to expansion which 
will tend to insure both an adequate cash position and the most 
efiective possible use of the cash resources available. 

The normal daily balance of unrestricted cash required will nat- 
urally vary with the size and general nature of the business, and with 
seasonal conditions within the particular concern. Where receipts 
from day to day are regular and fairly dependable, as in the case of 
many public utilities, the building up of cash reserves to meet or- 
dinary current obligations is not necessary, although the accumula- 
tion of large sums to meet special demands for cash will still be 
required. On the other hand where receipts fluctuate widely, and 
do not synchronize with disbursements for materials, payrolls, etc., 
as is the case in many manufacturing and construction lines, larger 
cash balances are regularly needed and funds must be made available 
to meet disbursements during periods of unusually lean receipts. 

Cash Budgets. The cash budget is a cash forecast and program. It 
has no stereotyped form, but it includes an estimate of receipts by 
various classes during a month or other stated period, together with a 
classified statement of obligations to be met within the period and a 
scheduling of disbursements. It may be in the form of a balanced 
statement or it may show an excess of receipts over requirements or 
vice versa. . ■ 

Scheduled estimates of ordinary receipts are based primarily upon 
sales programs and probable collections, data which are in turn 
drawn in considerable measure from the records of past perform- 
ance. Receipts in the form of interest, rentals, and other miscellane- 
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OHS earnings can usually be accurately estimated in the light of the 
resources and activities which produce such items. Collections of 
notes and similar credit instruments can be readily scheduled in 
terms of due dates, allowance being made for anticipated renewals 
and bad debts. 

Estimates of disbursement requirements for a given period are 
drawn in part from the record of outstanding and maturing accounts, 
notes, and other obligations. Consideration must also be given to 
the additional liabilities which will have to be incurred and met 
within the period as a result of the purchasing and production pro- 
gram. The amount of cash required to meet payrolls and other 
current costs is estimated on the basis of the various departmental 
operating budgets. 

In budget fornis provision is usually made for a month-by-month 
comparison of budget figures and actual receipts and disbursements. 

Careful cash budgeting is evidently a matter of marked importance 
in any financial program. Without such planning sound adminis- 
tration of cash activities, and of operations in general, is impossible. 
And it may be added that the preparation of estimates and schedules 
of receipts and expenditures is greatly facilitated where adequate 
cash records are employed and an effective system of procedure and 
control with respect to day-to-day activities has been developed. 

Questions 

I. What is the essential nature of business cash? List the principal forms. What 
is meant by the statement that the most important kind of business cash is a type of 
‘‘receivable”? ' 

v2. List and describe the three main types of cash accounts. How would you 
record a borrowing of cash from a bank which was immediately treated as a deposit 
and was not received by the borrower in the form of actual money? 

3. Why is a system of cash control of marked mportance? What Is meant by 
internal check in this connection? What is the role of the treasurer in connection 
with cash administration? 

4. List the principal classes of cash receipts and disbursements. 

5. Under what circumstances are mechanical registers an important device in 
handling actual cash? Outline the day-to-day procedure required in connection 
with the use of registers. 

V 6. Outline and illustrate the “ticket system” of controlling and recording cash 
receipts. 

7. Outline the “invoice system” of handling receipts from cash sales. 

8. Discuss the control and recording of collections on account: (1) when pay- 
ment is made by the customer in person, and in part at least in the form of actual 
currency; (2) when payment is made through the mails and is largely by check. 
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9. What special features of handling collections are found in the case of hotels 
and similar institutions? 

10. Describe the procedure involved in depositing receipts. 

1 1 , What rules with respect to receipts and disbursements are the essential basis 
for the control of expenditures? Describe the process of issuing checks, 

12* What is meant by the “voucher system” in connection with disbursements? 

13. Describe the check register and its use. 

14. Describe the imprest system of handling office funds, including a discussion 
of; (1) the need for the system; (2) the procedure required in establishing the fund; 
(3) the process of replenishing. In connection with (3) outline the two alternative 
methods of recording replenishing checks and cashier’s vouchers. 

, 15. Describe the petty cash record and its use. 

16. Outline the process of making and recording disbursements to meet payrolls. 

17. How should branch office funds be handled? 

18. Explain the need for periodic reconciling of bank account and bank state- 
ment. 

19. List the principal types of cash reports. 

20. Discuss the question of cash requirements. Is a bank balance an “unpro- 
ductive” asset? Explain. 

21. What is meant by the cash budget? How is it prepared? 
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Incurring Costs. The incurring of cost is a major type of business 
transaction in all forms and fields of enterprise, and a very consid- 
erable part of the volume of bookkeeping and accounting work in 
most business offices revolves around the handling of costs—their 
original recognition and their subsequent tracing and disposition. 
Moreover, as already indicated, an important element in the total of 
asset values which may be said to inhere in or attach to the particular 
business enterprise at a given moment of time is that represented by 
those cost factors whose contribution to operation or production, in 
terms of realized revenues, has not yet been fully rendered. 

Considered in detail there are many kinds of costs necessary to the 
activities of the typical enterprise; nevertheless the entire range of 
cost factors can be comprehended under a few main groupings. In 
the first place there are what may be called the '‘fixed-asset” costs, 
represented by such commitments as land, buildings, and equipment 
of various types. All commodity costs— materials, supplies, merchan- 
dise— fall into a second broad division. A third group includes 
service costs, such as ordinary labor, administration, selling, utility 
service, and so on. The accounting procedure employed in dealing 
with costs naturally varies from group to group. At the same time it 
is well to bear in mind that the economic significance of a service 
cost factor to the business enterprise is fundamentally no different 
from that of a cost element represented by a tangible object such as 
an item of merchandise or a piece of machinery (in themselves essen- 
tially “congealed” services), and that the treatment of all costs in 
relation to effect upon income and financial position should be har- 
monious in broad outline. 

Costs may be incurred on either a cash or a credit basis. That is, 
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cost factors may be paid for approximately at the moment of physical 
acquisition (or at whatever other occasion represents effective im- 
pinging upon the enterprise and hence requires acknowledgment), 
or payment may be deferred until some more or less distant future 
date or dates, as agreed upon by the contracting parties. Under 
present-day practice incurrence on a credit basis is the dominant 
case; hence the treatment of current payables or liabilities is inti- 
mately associated with the recognition of costs. Indeed, the disad- 
vantages of dealing with costs on a cash basis are so great, particularly 
in the matter of the development of effectively controlled procedures, 
as to induce many concerns to adopt the policy of treating all costs 
as incurred on a credit basis, even in cases where payment is made 
almost immediately. 

In this chapter and the next attention is directed to current costs— 
cost factors whose stay in the business is relatively short— and the 
related liabilities. 

Materials, Supplies, Merchandise. The costs of raw materials, fac- 
tory supplies, office supplies, store and shipping supplies, and salable 
merchandise are of especial importance in accounting procedure be- 
cause such charges are represented by a relatively large number of 
transactions in each period. These cost factors are commonly ac- 
quired on open account, although in some instances notes and other 
forms of liabilities arise in this connection. (Minor charges are also 
often incurred on a cash basis, through imprest funds.) The pro- 
cedure employed varies with the size and nature of the concern. In 
general, purchasing procedure includes four main steps or stages, 
ordering the goods, receiving, recording the cost and liability, mak- 
ing and recording payment. The cost of goods acquired is clearly 
stated as a rule, subject to the complication of discounts and allow- 
ances. The effective initial cost includes all charges legitimately 
incurred in placing the commodities in the storesroom of the buyer. 
In other words, the costs of transportation and receiving are as much 
a cost of materials and merchandise as the invoice price itself, and 
should be dealt with accordingly to the degree that this is feasible. 

Ordering and Receiving. Following the general planning or 
scheduling of purchases, the first stage’ in purchasing procedure con- 
sists of ordering. In some organizations a purchase requisition or 
request to order is issued when it has been observed by the “balance- 
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of-stores” clerk or other appropriate person that the stock of a par- 
ticular class of goods is running low, or has reached a definitely 
determined “minimum point.” One copy of the purchase request is 
sent to the purchasing department, and one copy is retained by the 
department making the request, or by the storesroom if the requisi- 
tion originates there. The form given on this page is a simple ex- 
ample of the purchase requisition. In situations where materials 


N? 37961 


PURCHASE REQUISITION 


Or<Ier No. B 8753 

Date^Q.gT.QmJI5 I9jkz,\ 


PURCHASING DEPARTMENT DETAIL 


_A.MgS»JQKBS ■ 




-Tenns N38T-. 


Amt. in Sto«»„-25^g— 
Amt. 00 0 
3 Mo. 


X Ree|_ 




La»t Order No_ 




L*ait Pricft— 

1 



IJescription 

p*; 1 

7500 

24-9 oi^ 

KBTTOPS 

0 


Requested by_ 

Approved- 
to ruRCKAsmc d'ept. 




Approv< 


PrlBted ia V. & AiMriM 



and supplies are purchased in terms of requirements to fill specific 
orders the original request may be in the form of a “bill of materials” 
prepared by the production or planning department. Upon receipt 
of the purchase requisition the order is prepared and placed by the 
purchasing department. A standard order form (see illustration on 
page 260) should be used, although this need not be the same for 
all classes of materials or merchandise acquired in the particular 
enterprise and will of course vary between concerns. The original 
of the order is sent to the vendor and additional copies as needed are 
prepared and retained for the use of the various departments involved 
and for receiving and recording purposes. 

In large enterprises the purchasing department may be an elab- 
orate organization with special sections and units devoted to such 
functions as compiling quotations, carrying on negotiations with 
vendors, taking care of order changes, tracing orders, and the like. 
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In some concerns a separate “traffic'' department is established to 
follow incoming shipments from date of shipment to receipt of goods. 
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and plants. The receiving department (which may be a distinct 
organization or a section of the storeskeeping force) is responsible 
for receiving, unpacking, and inspecting merchandise and materials, 



and for accepting or rejecting same. This work includes careful 
checking of incoming shipments against purchase orders. It is the 
further duty of the receiving department to prepare reports of goods 
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received in terms of individual consignments and purchase orders, 
and— in some cases— each day's business. According to one authority 
five copies of the receiving report are needed for the typical situation, 
one each for the purchasing department, the traffic department, the 
baiance-of-stores clerk, and the accounting department, in addition 
to the copy retained by the receiving department. See illustrative 
form on page 261. The receiving department may also find it desir- 
able to maintain a chronological record of receipts in the form of a 
receiving book or register. 


INVOICE 

Burroughs© 

OE MONSTRATI NO FORM 

No. 8375 

AMY COMPANY 


ANYWHERE 


USA 

SEP 11 4- 


NO, QUANTITY 

DESCRIPTION 

PRICE 

AMOUNT 

TOTM. 

6 

ANYTHING 

425 

2550 


10 

ANYTHING 

1250 

125 00 


29 

ANYTHING 

987 

28623 


10 S 

ANYTHING 

5125 

32 81 
46954 


lESS 

FREIGHT ALLOWANCE 


_ 2 34 

467 20 



Recording Purchases. The principal document which forms a basis 
for recording purchases of materials or merchandise is the vendor's 
invoice. (The form given on this page is illustrative.) When tlu! 
invoice comes in it must be carefully checked against the purchase 
order and receiving report before recording. Under some routines 
a standard supplementary form is prepared in triplicate to facilitate 
checking and recording. One copy of this form, properly approved, 
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goes to the accounts-payable section of the accounting department 
for recognition of liability and initiation of payment, and a second 
copy goes to the stores department to supply the necessary data cov- 
ering material or merchandise costs. 

Some form of specialized purchases register or journal is employed 
by a great many concerns. As explained in Chapter XII such a 
jouriiai may be elaborated through the introduction of special col- 
umns for important divisions of materials or merchandise depart- 
iiieiits. Another development is the subdivision of the purchases 
journal into a number of separate registers, one for each main de- 
partment of activity. The vouchers payable register, discussed in 
Chapter XV, may be viewed as a purchases journal designed to cover 
ail costs incurred on a credit basis, including service costs and fixed- 
asset costs as well as charges representing materials or merchandise. 

In concerns employing many detailed cost accounts it is often 
necessary to prepare recapitulation sheets, based on underlying docu- 
ments, in connection with summarizing and posting costs of materials 
and other operating charges. 

In terms of simple journal entries the purchase of materials or 
merchandise on account simmers down to the following: 


Materials xxxx 

(also stores ledger accounts) 

Accounts Payable xxxx 


(also specific vendor’s account) 

Legal Basis for Recording Purchases. From a legal point of view 
the passing of title generally constitutes the proper occasion for the 
recognition in the accounts of the cost of goods acquired and the 
liability thereby incurred. That is, merchandise purchased becomes 
the property of the buyer, and hence may properly appear upon his 
books, when the title to the goods becomes vested in him. The 
passage of title, however, is a highly technical matter and it is not 
always clear, in the chain of circumstances making up a transaction, 
at precisely what point the transfer of ownership occurs. Goods are 
ordered, prepared, shipped, received, paid for, utilized. Just when 
does title pass? Each case must be settled on its merits; no one rule 
or standard can be applied to all instances. But this does not mean 
that the conditions of each transaction must be referred to a legal 
expert for judgment. In general, and in the absence of evidence to 
the contrary, it is expedient to assume that goods are effectively 
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acquired when received, and to make entry accordingly. What is 
needed is some convenient, orderly method, not inconsistent with 
sound legal and business standards, of booking purchases, and the 
actual receipt of goods on order furnishes the most satisfactory basis 
for such a method. 

The general soundness of the rule of receipt does not justify ad- 
herence to this rule in ail cases. Where, for example, goods have 
been ordered, paid for in whole or in part, and set aside or segre- 
gated by the vendor for disposition as requested, it may be sound to 
recognize the costs and liabilities involved, although delivery has 
not yet been effected. Further, there are cases where title is deemed to 
pass upon consignment by vendor to a common carrier, and in these 
circumstances it may be expedient to record goods in transit on the 
buyer’s books especially where it is desired to complete all accounting 
on a legal basis at the close of the fiscal period. 

Circumstances occasionally arise under which goods are received 
but remain the property of the vendor until prescribed conditions 
have been met. 

Discounts on Purchases. In the case of credit purchases the buyer 
is very frequently offered ''terms”; the buyer is confronted, in other 
words, with two (or more) prices associated with specified dates of 
payment. If settlement is made within a stated minimum period the 
“net” price is paid; if settlement is delayed beyond this period an 
alternative “gross” price becomes effective. The purpose of the 
vendor in giving terms, of course, is to encourage the buyer to pay 
promptly, so that the amount of working capital required to carry 
accounts may be held within reasonable bounds and the danger of 
failure to collect minimized. 

In writing the invoice the vendor often uses the gross amount, the 
net price being indicated only through the terms offered. Under a 
variation of this procedure the amount of the discount is calculated 
and shown on the face of the bill. As will be explained shortly this 
practice is somewhat unfortunate from the standpoint of the de- 
velopment of a sound interpretation and treatment of discounts. 

The common rates of discount offered for early cash payment 
range from one to five per cent of the gross amount; the discount 
period is usually for five, ten, or fifteen days, and runs from the date 
of the invoice. Conventional abbreviations are often used in stating 
the terms. The expression “2/10, n/30,” for example, indicates that 
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the stated gross amount may be reduced by two per cent if payment is 
made within ten days, that thereafter the gross amount is owed, and 
that in any event the account must be paid within thirty days from 
the date of the invoice. Occasionally the stated terms include more 
than one rate of discount. For example, a particular purchase may 
be payable 3/5, 2/10, n/30. 

Interpretation of Discounts. In view of the emphasis on gross price 
in the writing of the typical invoice it is not surprising that under the 
most common treatment of purchases the materials or merchandise 
accounts are charged with gross invoice costs and discounts taken are 
credited to a special account, '‘purchase discounts.” With respect to 
the nature of this special account there has been much dispute among 
accountants. According to one view the amount of discounts taken 
(“earned”) is an item of financial gain and should be included in the 
income account at the end of the period. The proponents of this 
position argue that discounts are in effect a form of interest earned 
on working capital, and as such are entitled to treatment as an in- 
come item. Under the principal alternative position purchase dis- 
counts taken are viewed as adjustments of what would otherwise be 
overstated cost figures. 

It seems clear that purchase discounts taken, in the great majority 
of cases, should be interpreted as deductions from nominal costs. If 
the granting of such discounts were an unusual and special occur- 
rence, and only concerns with an unusually favorable financial posi- 
tion could take advantage of the opportunity to pay net prices, there 
would be some justification for the other view. But as a matter of 
fact the offering of cash discounts has become a widespread and com- 
monplace feature of business procedure, and the acceptance of such 
discounts has likewise become a commonplace, to be taken for granted 
in any well-managed concern. In other words, the real price is 
regularly the net cash price^ and the matter is so understood by both 
parties. If it were not for the practice of listing and billing in terms 
of gross price it would presumably never occur to any bookkeeper to 
do otherwise than book the net price. It follows that there is much 
to be said for a change in practice in bill writing at this point. If 
invoices were written in terms of net cash prices, the original record 
of costs would as a matter of course be on the net basis, and there 
would be no occasion for the use of a discounts account and no prob- 
lem of periodic cost adjustment It can be argued, moreover, that if 
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the emphasis were shifted to net prices, with the amount of the 
penalty for delayed payment clearly indicated, the regular acceptance 
of discounts by the buyer would be encouraged even more than it is 
under the procedure now generally prevailing. A commendable 
compromise— followed, for example, by some public-utility com- 
panies— is found in the practice of writing bills in such manner as 
to show gross charge, amount of discount, and net amount, with the 
last figure prominently displayed. 

Certainly no actual income arises through the acceptance of a 
conventional discount. Sound buying coupled with prompt pay- 
ment of bills does not in itself justify recognition of profits. One of 
the most widely held canons of accounting is the doctrine that in 
general realized earnings cannot arise prior to sale of completed 
product and to treat purchase discounts as realized profits is an out- 
right violation of such doctrine. Indeed, if discounts accepted are an 
earning a concern with large purchases and no sales whatever in a 
particular period might appear to be operating at a profit. Further, 
if discounts allowed for prompt payment in the case of current costs 
may be rated as earnings it would seem to follow that discounts so 
allowed in connection with the acquisition of fixed assets are like- 
wise income— an obviously absurd position. 

Since net prices are in general the effective costs it is good business 
for the buyer to take advantage of ail cash discounts offered; in fact 
it is scarcely going too far to say that in most lines it would not be 
possible to remain in business long if the costs incurred were on the 
basis of gross invoice prices. In some instances the total of purchase 
discounts during a year has exceeded the total net income for the 
period. In the case of the terms 2/10, n/30, for example, a rate of 
thirty-six per cent per annum is involved. (Two per cent for twenty 
days— the difference between the discount date and the final payment 
date— amounts to approximately thirty-six per cent per year.) To 
avoid neglecting such a discount, evidently, the procedure of audit- 
ing and preparing invoices for payment must be expedited, and the 
necessary funds should be borrowed if they cannot otherwise be 
made available. From the standpoint of the alert vendor, it may 
be added, the customer s failure to take discounts regularly is one 
of the most dependable signs of a poor credit risk. 

Recording Discounts Taken. As already indicated it is common 
practice to charge materials or merchandise accounts with gross 
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prices, discounts taken then being credited to a special account. Sup- 
pose, for example, that the M Co. buys a bill of materials at a gross 
price of 1 1,000, subject to a discount of 2% if payment is made 
within ten days of date of invoice. Upon receipt of the goods and 
checking of the invoice the general-ledger entries required are as 
follows: ' 

Materials . $1,000 

Accounts Payable ........... $1,000 

Upon payment of this bill, within the discount period, the follow- 
ing entries are made: 


Accounts Payable $1,000 

Bank $ 980 

Materials — Purchase Discounts ....... 20 


The account showing discounts taken should be interpreted as a 
contra to the main materials account and the ideal treatment at the 
end of the period is to close the amount of discounts to the main 
account. Assume, for example, that the total of discounts taken 
applicable to materials for a particular period is $500, the appropri- 
ate closing entries are: 


Materials — Purchase Discounts . $500 

Materials . $500 


This treatment assumes that no part of the gross cost of materials 
has previously been transferred to work in process or cost of sales 
and it ignores the complications which may arise as a result of the 
division of materials cost into departmental accounts and stores 
ledgers. 

It would of course be possible to charge materials with the gross 
cost on the occasion of booking the invoice and adjust such cost 
directly, without the use of a supplementary account, when the bill 
is paid and the discount taken. Such a practice, moreover, would 
have the special merit of closing the door to possible later misinter- 
pretation of the discount element. On the other hand the use of the 
special account is clerically convenient under some conditions. 

Lapsed Discounts— Gross-Price Procedure. Aside from the diffi- 
culties resulting from the introduction of nominal gross prices into 
the cost records the procedure illustrated above is objectionable in 
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that it fails to provide for the isolation of discounts lapsed or neg- 
lected. The amount of discounts taken is not a particularly sig- 
nificant fact; with proper office procedure and sound financial ad- 
ministration all discounts should be taken. On the other hand the 
amount of discounts lapsed through failure to pay bills promptly, 
if any, may be said to represent a special financial loss which should 
not be buried in the recorded cost of materials or merchandise. 

To segregate lapsed discounts under the gross-price procedure it 
is necessary to go over the bills with discount dates falling within the 
current period to determine the amount lapsed and to charge a loss 
account and credit the offsetting discount account with the amount 
so determined. If, for example, it is found that a discount of $25 
on a particular bill for materials has been neglected the following 
entries would be in order: 


Loss from Lapsed Discounts |25 

Materials— Purchase Discounts . $25 


In the income statement the amount of discount lost should or- 
dinarily be reported as a special expense and not as a part of ma- 
terials cost. 

Recording Outstanding Discounts. Under the gross- price procedure 
it is desirable to make an adjustment for outstanding discounts at 
the close of each significant period. How this may be done can be 
indicated by a simple example. The M Co., during its first period 
of operation, buys materials on account to an amount of $100,000, 
gross price, and $98,000, net discounted price. The discount rate of 
2%, it will be assumed, is applicable to each invoice. During the 
period bills to the amount of $85,000, gross, and $83,300, net, are 
paid, all applicable discounts being taken. The amount outstand- 
ing at the end of the period, accordingly, is $15,000, gross, and 
$14,700, net. The adjusting entries at this point, on the basis of the 
expectation that advantage will be taken of all available discounts 
on outstanding bills, are as follows: 


Accounts Payable — Allowance for Outstanding Discounts . . $300 

Materials — Purchase Discounts $300 


rhe special allowance account represents a contra to the recorded 
amount of outstanding accounts payable and should be handled 
accordingly in preparing tlie position statemetit. The individual ac- 
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counts with vendors need not be disturbed on account of this blanket 
adjustment. The credit to the purchase discounts account places the 
amount of the adjustment of nominal cost figures on an accrual basis. 
In the following period, as the bills involved are paid, the allowance 
account, rather than the discount account offsetting costs, should be 
credited for ail discounts taken on accounts unpaid at the end of the 
preceding period; and if any accrued discounts are allowed to lapse 
the amount thereof should be credited to the allowance account and 
charged to a special loss account showing neglected discounts. 

Application of Discounts. Where original charges to materials or 
merchandise are based on gross invoice prices, and unit prices are 
available in terms of gross rather than net figures, it is evident that 
the application of purchase discounts taken or to be taken to classi- 
fied stores records or to departmental costs cannot be made in detail 
without considerable difficulty. To determine correct inventories 
and departmental operating results, in this situation, the amount of 
discounts applicable to each class of purchases and to each depart- 
ment must be estimated and the estimated amounts apjdied to the 
appropriate figures for gross cost at the close of the fiscal period. In 
this way a general purchase discounts account can be divided and 
allocated to particular cost elements without encountering the prac- 
tical difficulties which would arise if this were attempted in terms 
of discounts attaching to specific invoices. 

To illustrate the entries involving appikation of discounts assume 
that the M Co., during its first period of operation, acquires materials 
at a gross cost of 1 100,000 and net cost of |98,00() and that tlie gross 
cost at the end of the period, after recognition of production cost of 
delivered product, is distributed in materials, work-in-process, fin- 
ished goods, and manufacturing cost of sales accounts in the amourits 
of 120,000, $15,000, |10, 000, and $55,000, respectively* T hese gross 
costs should now be adjusted by applying the total discount of $2,000 
thereto. Assuming a single department of activity, and that dis- 
counts apply uniformly to all material costs, the appropriate general- 
ledger entries are: 


Materials — Purchase Discounts $2,000 

Materials $ 400 

Work in Process 300 

Finished Goods ............ 200 

Manufacturing Cost of Sales 1,100 
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If there are two or more departmental groups of cost accounts the 
first step, of course, is the allocation of the total discount to the 
departments. 

Where it is not considered expedient to apply discounts to depart- 
mental costs it is still possible to treat them as an adjustment of cost 
of sales and inventories for the business as a whole, rather than as 
an item of income. 

In some stores, to encourage the buyers to secure large discounts, 
the practice is followed of “loading’" each department with a stand- 
ard rate of discount as an element in merchandise cost, the discount 
actually secured then being assigned to the department as an earn- 
ing. From an accounting standpoint this procedure is not to be 
recommended. 

Net-Frice Procedure, For example, the M Co. buys materials in 
various lots and from a number of vendors at a total gross invoice 
cost of 1 1 00,000. A uniform discount of 2% is offered on all invoices 
for cash payment in ten days. In making payments advantage is 
taken of all discounts offered except in the case of a single shipment 
amounting to |2,000, gross, and |1,960, net, in which case the dis- 
count is allowed to lapse and it is necessary to pay the gross amount 
as a result. The following scheme of general-ledger entries shows 
the nature of the net-price procedure: 


(1) 

Materials . , . . . . $98,000 

Accounts Payable . ... ... . . . $98,000 

To record invoices at net price 

( 2 ) 

Accounts Payable . . .... . . . . . 96,040 

Bank 96,040 

To record payment of bills amounting to $98,000, gross, 
and $96,040, net, discounts taken 

■ . m 

Accounts Payable 1,960 

Loss from Lapsed Discounts ........ 40 

Bank . 2,000 

■"in .... . .. .1 _ .... .... ......... t.rii . ... ^ 


To record payment of bill amounting to $2,000, gross, 
and $1,960, net, discounts lapsed 

Where more than one rate of discount is offered by the vendor the 
net price is to be found in general by deducting the first and highest 
rate of discount from the gross amount of the invoice. The true 
cost of the goods, in other words, is the first cash price available. 
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The reasonableness of this interpretation is supported by the fact that 
the difference between the first and second rate of discount offered 
is almost invariably so substantial that a failure to pay within the 
first discount period is out of the question in any properly managed 
enterprise. 

The net-price method has distinct advantages. It places the record 
of costs at the outset on an actual cash basis, and thus avoids all 
necessity for adjustments as bills are paid. With this method, more- 
over, there is no occasion for acciming outstanding discounts as an 
offset to costs and payables at the close of the period and no prob- 
lem of applying discounts to departmental charges or other cost sub- 
divisions. The procedure also has the advantage of automatically 
isolating neglected discounts, if any, in the case of all bills paid dur- 
ing the period. On the other hand lapsed discounts attaching to 
unpaid bills at the end of the period are brought to light only if an 
adjustment is made. For example, if an examination of outstand- 
ing accounts in a particular situation shows that discounts amount- 
ing to |20 have been permitted to lapse the following entries are in 
order: 


Loss from Lapsed Discounts $20 

Accounts Payable $20 


By these entries, evidently, the accrued loss is recognized and the 
additional liability booked. It should be remembered that here as 
elsewhere entries in the controlling account, accounts payable, must 
be accompanied by entries in the particular creditors’ accounts 
affected. 

Interest on Accounts Payable. Where accounts payable draw interest 
under specified conditions it is necessarv to adopt a procedure by 
which interest is systematically recorded throughout the period and 
is accrued on outstanding obligations at the close of the period. The 
ideal treatment during the period is to accrue the charge and recog- 
nize the increase in liability in full in every case on the date of pay- 
ment (or as of such date). The M Co., for example, buys merchandise 
at an invoice cost of $5,000. The account is due 70 days from date 
of invoice, with interest at 6% accruing for the last 60 days of this 
period. It is understood, moreover, that the account can be settled 
at any time on the basis of face amount plus interest accrued to date 
of payment. The M Co. makes payment in full on the due date. 
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Under these conditions the general-ledger entries necessary to reflect 
the entire situation on the debtor’s books are; 

( 1 ) 

Interest Charges 

Accounts Payable 

To accrue the interest for 60 days 

( 2 ) 

Accounts Payable 

Bank 

To record payment 

i£ payment were made forty days from date of invoice, for example, 
the entries would be the same except for a change in the amount of 
interest. The amount of interest must be recorded, of course, in the 
proper account or accounts of the subsidiary ledger as well as in 
the control and the use of a supplementary controlling account is 
always somewhat inconvenient. 

If purchase and payment occur within a single period it would be 
possible to record the interest as a cash charge, without passing the 
amount through the liability account. With this treatment the 
foregoing entries would be abridged to: 

Interest Charges 
Accounts Payable 
Bank . . 

In any event the amount of interest accrued at the end of the 
period must be set up as an income charge, with a corresponding 
increase in outstanding payables. 

Purchase Returns. Materials and merchandise purchased are not 
infrequeiitiy returned to the vendor for one reason or another. In 
some cases goods are bought with the understanding that unsold 
halaiices may be returned; goods are sometimes returned because of 
damage in transit due to faulty packing or other reasons; returns also 
may arise because the order has been incorrectly filled or the mer- 
chandise as received is otherwise unsatisfactory. 

If the goods returned have not been booked j)rior to date of con- 
signment to vendor no formal accounting entries are required (as- 
suming that the vendor has no enforceable claims or, at any event, 
does not ofler objections to this outcome). If the goods returned 


$ 50 

5,000 

$5,050 


$ 50 

I 50 


5,050 

5,050 
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have previously been recorded as a credit purchase, and the invoice 
has not yet been paid, the usual procedure upon consignment is to 
charge the vendor’s account for the appropriate amount (as deter- 
mined by the previous credit thereto), the concurrent credit being 
lodged directly in the materials or merchandise account or in a 
special contra account, purchase returns. If payment has been made 
prior to the date of return— a somewhat unusual situation— the same 


Burroughs Adding Machine Company 


CREDIT MEMORANDUM 

DETROXT, MICHIQAN 


OCTOBER ^01^9 


S.B, JONES & CO. 
1|826 HMiMOKD AV. 
DETROIT, MICH. 



CREDIT ON PREPAID SERVICE AOREBMBNT MACHINE #1 23k 36? 

TRADED IH OCTOBER 3, 8.2i|. 




procedure should be followed, but in this case the charge to the 
vendor’s account represents a special type of receivable rather than 
a deduction from an amount payable. The claim against the vendor 
in this situation may be collected in cash or may be absorbed in 
connection with the settlement of other invoices from the same 
party. 

Where the return of goods involves negotiations with the vendor, 
a conservative course is to postpone making entries until a credit 
memorandum has been received (see illustrative form on this page). 
In the event that it is impossible to effect a settlement which is fully 
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satisfactory to the buyer an item of expense (or loss) will presumably 
be involved. This may amount to packing and transportation 
charges, in whole or in part, or it may include a part of the cost of 
goods as such. Assume, for example, that the M Co. buys materials 
on account from the R Co. to the amount of $1,000 and after record- 
ing this shipment but prior to making payment therefor returns 
goods to the vendor, freight charges collect, amounting, at cost prices, 
to $200. Upon consignment of the materials to the R Co, the follow- 
ing entries are made: 


RGo $200 

Materials (or Materials — Returns) $200 


After some exchange of correspondence it is agreed between the 
parties that the M Co. must absorb half of the transportation cost on 
returns, totaling $20, which has been paid by the R Co. The follow- 
ing entries would be in order when this agreement is reached: 


Cost of Returns (or other appropriate title) . . . . . . $10 

R Co $10 


Where purchase returns are at all numerous special forms may be 
employed in dealing with such transactions. If desired such forms 
may include a specialized journalizing medium. 

Purchase Allowances. Allowances are sometimes granted by the 
vendor because the goods received are not fully satisfactory with re- 
spect to kind, grade, or some other feature. A particular buyer, 
moreover, may receive rebates or price adjustments on account of 
the volume of his purchases, or for some other reason. Wherever 
such allowances arise, following recognition on the buyer's books of 
the original stated price, an adjustment of the creditor's account is 
necessary with a corresponding credit to the cost of materials or 
merchandise directly or an indirect credit through the use of a special 
offset account. 

The M Co., for example, buys a bill of materials from the R Co. 
amounting to $2,000. After shipment is made but before the goods 
are received a sharp recession in prices occurs, the amount applicable 
to this shipment being $200. Upon receipt the M Co. records the 
invoice at the billed amount, $2,000. Before the bill is paid, how- 
ever, an effort is made to secure a concession and the R Co. finally 
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agrees to grant a special allowance of |150. Upon reaching this 
agreement the appropriate entries on the M Co/s books are: 

R Go. $150 

Materials (or Materials — Purchase Allowances) . . . . $150 

Where substantial ‘‘trade discounts” from list prices are allowed 
(either as a means of revising published prices or to make concessions 
to large buyers), and the invoice is written accordingly, there is no 
occasion for the purchaser to charge his cost accounts with amounts 
based on the nominal prices. And even if the amount of the dis- 
count is shown on the face of the invoice it is poor practice to base 
entries in the accounts on the gross list prices. The trade discount 
rate is seldom less than ten per cent, and there is no excuse for pad- 
ding costs, even temporarily, with such allowances. 

Costs of Transportation and Handling. 'Transportation is clearly 
an element in the cost of materials and should be accounted for as 
such. Such treatment follows automatically in all cases where the 
invoice price is set at a level to cover transportation charges, which 
are then prepaid by the vendor. Where, however, freight and other 
carriage costs are not represented in the invoice cost, and are paid 
for separately by the buyer (payment normally being made directly 
to the railway or other agency furnishing the service), such costs arc 
often charged to a distinct operating account and the relationship of 
this account to the cost of materials or merchandise is not always 
properly recognized. 

In cases of large purchases of a single class of goods, to which par- 
ticular transportation charges may be readily applied, the ideal prac- 
tice is to include the additional cost in the account to which is 
charged the invoice cost of the goods, the concurrent credit being to 
an account with the transportation agency (assuming the cost of de- 
livery service to be handled as a credit purchase). Assume, for ex- 
ample, that the M Co. buys a shipment of coal from the Virginia Co. 
with an invoice cost of 1 1,500 and that the freight bill on this ship- 
ment, payable to the Eastern Railway Co., amounts to $400. The 
Virginia Co.'s invoice would be booked as follows: 

Fuel. ' 11,500 

Virginia Co 


$ 1,500 
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To set up the freight charge, on account, the following entries would 
be in order: 


Fuel 1400 

Eastern Railway Go $400 


If payment to the common carrier is made at once by check, without 
recognition of the liability, the credit would of course be to the bank 
account. 

In many situations, on the other hand, freight bills and other trans- 
portation charges apply to a number of classes of materials or mer- 
chandise, represented by several stores accounts, and it may not be 
convenient, if otherwise feasible, to make a precise apportionment. 
In this event it may be desirable to charge an undistributed trans- 
portation cost account for all such costs as incurred, this account be- 
ing later assigned on the basis of careful estimates of the applicability 
of transportation charges to the various departments or classes of 
goods. 

Costs of receiving (including delivery services furnished by the 
buyer's own organization), unpacking, handling, and storing, are 
likewise logically chargeable as additional costs of materials or mer- 
chandise, and should be divided between periodic cost of sales and 
inventory balances in accordance with the division accorded to net 
invoice costs. However, there are numerous practical difficulties in 
the way of precise assignments of such costs to subsidiary classes of 
goods, or even to the main controlling accounts, and consequently 
many concerns make little effort to trace the effect of these collateral 
charges in terms of materials or merchandise costs. Especially is this 
true of such general storing costs as heat, light, and insurance. 

llie question of the treatment of the costs of handling and storing 
raises the whole problem of the internal tracing and classification 
and reclassification of costs. This is the field of cost accounting, of 
particular importance in manufacturing, and is beyond the scope of 
the present discussion. 

Accounts Payable. In the narrowest usage the term ‘'accounts pay- 
able'* may be restricted to trade creditors' accounts, liabilities cre- 
ated through the purchase of materials, merchandise, and supplies 
on account. In the broadest usage the term includes, in addition to 
trade accounts, virtually ail unpaid bills or invoices, such as freight 
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bills, water and light bills, telephone bills, advertising invoices, re- 
pair bills, and so on. Accrued liabilities, such as wages, interest, 
royalties, and rent, are seldom referred to as accounts payable. 

Among small concerns in particular are still found numerous ex- 
amples of very unsatisfactory methods of recording and handling 
accounts payable. Often the invoices are allowed to accumulate 
without systematic treatment or recognition until time of payment. 
Such a practice leads to errors, retards the accounting for costs, in- 
volves neglect of discounts, and yields no current record of liabilities. 
Further, it is quite impossible to prepare a proper position statement 
or a statement of operations under such conditions without assem- 
bling and recording all outstanding obligations. As has been ex- 
plained, the standard and recommended general practice is to record 
the cost and recognize the liability upon receipt of the goods and the 
audit of the invoice in connection with such receipt; and where there 
is any doubt as to the proper occasion for entries it should be remem- 
bered that to be too early in accounting for costs and liabilities in- 
curred is in general less objectionable than to be tardy. The entry 
to the individual creditor’s account can be made directly from the 
invoice, or a suitable form based on and accompanying the invoice, 
and the credit to the controlling account in the general ledger is 
taken directly from a recapitulation of such entries in the form of a 
columnar purchase journal or other specialized medium. In some 
situations, particularly where the number of invoices is not great, the 
most expedient procedure may be to post the entries to the indi- 
vidual creditors’ accounts from the purchase journal or register 
rather than from the invoices or vouchers. 

For the creditors’ ledger, or group of ledgers, the loose-leaf system 
is usually more satisfactory than the bound volume. A standard form 
of ledger ruling suitable for either creditors’ or customers’ ledger is 
shown in Chapter IX. The visible card file is often employed in this 
connection. Under some systems a file of unpaid vouchers (see dis- 
cussion of voucher system in next chapter) takes the ]:>iace of a more 
formal creditors’ ledger. 

The debits to accounts payable representing payments are com- 
monly secured from a columnar disbursements book or check register 
or—in the case of the individual creditors’ accounts-from uruierlying 
forms. The nature and use of the controlling account in relation to 
the creditors’ ledger w^as discussed in Chapter IX- 
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Questions 

1. What are the three main classes of cost factors required by the typical enter- 
prise? On what two financial bases are costs commonly incurred? 

2. Outline the principal steps involved in ordering and receiving, including 
reference to the main special forms required. 

3. Describe the process of recording purchases. 

4. What is the legal basis for recording purchases? Is it always expedient to 
adhere rigidly to this basis? Explain. 

5. Explain what is meant by “terms” in connection with credit purchases. 

6. What are the two principal interpretations of purchase discounts taken? 
Discuss each view. 

7. Illustrate the method of recording purchase invoices by which gross costs and 
discounts taken are recognized. How are lapsed discounts dealt with under this 
procedure? 

8. Outline and explain a procedure designed to recognize outstanding discounts 
where the gross-price basis has been employed in initially recording purchases and 
payables. 

9. Discuss the problem of applying discounts to departmental costs and to inven- 
tories. 

10. Outline the net-price method of recording purchases and indicate the special 
advantages of this procedure. 

1 1 . With an example show how you would handle purchase returns. 

12. Under what circumstances are special allowances sometimes granted by the 
vendor? What is meant by “trade discounts”? 

13. Discuss the problem of dealing with costs of transporting and handling 
materials. 

14. Define “accounts payable” and discuss the handling of such accounts from 
the point of view of ledger procedure. 
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Voucher System. The term 'Voucher system'* as used here refers to 
a formal scheme of dealing with the incurring of costs on a credit 
basis and handling disbursements on account which, with numerous 
variations among individual concerns, is widely employed by the 
larger enterprises. The system has a number of important general 
features. In the first place it involves the complete elimination of 
cash purchases of either commodities or services except as costs are 
incurred through petty cash or imprest funds which are set up and 
controlled as an integral part of the system. Second, it requires the 
formal recognition and vouchering of all bills payable, coupled with 
a controlled routine of effecting payments, the entire procedure em- 
phasizing the authority of responsible officials. Third, it focuses 
attention upon the individual bill or invoice as the liability unit for 
accounting purposes, with a resulting tendency toward the substitu- 
tion of voucher files for creditors* ledgers. Fourth, it includes sys- 
tematic provision for the recognition and proper distribution of all 
costs incurred, the basic journalizing medium used in this connection 
being the voucher register (an inclusive purchase or cost journal). 

Such a system has a number of merits. It encourages prompt and 
complete recognition of costs and of liabilities incurred, in the case 
of services as well as commodities; it eliminates improper or un- 
authorized disbursements; it tends to insure the taking of discounts. 
Moreover, the system— in some form— represents an essential element 
in any general plan of internal control and audit. 

It should be understood that the voucher system may be extended 
to cover all expenditures, including dividend disbursements, pay^ 
ment of loans, etc., as well as transactions which involve the incurring 
of costs. 
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Genera! Procedure under Voucher System. After the goods have 
been received and the invoice audited and checked, a voucher is pre- 
pared and passed to the party in authority whose signature authorizes 
entry and payment, at the proper time. The accounts to be charged 
are indicated either on the voucher itself or on a special distribution 
sheet. After the voucher has been audited and approved for pay- 
ment it is entered in the journalizing medium, the voucher register. 
The audited voucher is then filed— assuming payment is not made 
immediately—in the unpaid voucher file. When due for payment 
the voucher is taken from the temporary file and is forwarded, with 
supporting documents attached, to the treasurer, who signs the check 
or pay warrant. Under some procedures the check is drawn, ready 
for signature, at the time the voucher is prepared. Ail checks must 
of course be recorded in the disbursements journal or check register. 
The practice of enclosing one copy of the voucher with the check 
with the request to the creditor that it be receipted and returned, is 
not as common as formerly. In this connection various forms of 
voucher checks are often employed. The most common type is that 
of an ordinary check with an informational section which is detached 
by the payee before depositing. After payment the vouchers are 
placed in the paid voucher file. 

The voucher files may be arranged by vendors' names, alpha- 
betically, or by voucher numbers. Under some systems duplicate 
vouchers are prepared which are filed alphabetically, while the origi- 
nal vouchers, with supporting papers, are filed by number. In con- 
nection with the temporary file it is necessary to provide dating tabs 
or other means of insuring that vouchers be withdrawn promptly 
for payment. 

Voucher Register, The voucher register is essentially a cost and 
current liability journal, and in its most complete form it provides 
a means of distributing to the proper accounts all costs incurred by 
the enterprise, of whatever character. However, where factory costs 
or other types of charges are classified in considerable detail and are 
recorded in subsidiary ledgers, only the columns representing the 
controlling cost accounts can be employed to advantage in the 
voucher register. Division of the comprehensive voucher register 
into a number of specialized cost journals may be desirable in some 
cases. Thus the costs of materials and supplies may be recorded in 
one journal and the cost of employees^ services in another. Develop- 
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ment of a number of journal rulings is always preferable to the use. 
of an unduly elaborate and cumbersome form. ' 

The ordinary voucher register or cost journal form includes: 
(1) spaces for date, voucher number, and other supporting data re- 
quired; (2) money columns for the various special classes of costs 
recognized; (3) a column for all other charges; (4) an appropriate 
liability column. Provision may also be made for recording special: 
credits and for indicating payments. The totals of the special cost 
columns are posted to the respective accounts in the general ledger. 
Posting to subsidiary cost ledgers is usually accomplished through: 
supplementary analysis sheets on which provision is made for ag-i 
gregating all charges to each underlying cost account. Entries in 
the unclassified debit column must be posted item by item to the: 
accounts affected (and space for numbering or naming these accounts; 
must accordingly be provided in the voucher register). The accounts; 
payable— vouchers payable— column is posted in total to the liability; 
account in the ledger; and no detailed posting is requiredTn thisj 
connection unless it is deemed necessary to maintain some form of; 
creditors’ ledger in addition to the voucher file. Where it is desired: 
to maintain formal ledger accounts for particular types of creditors! 
a special column may be introduced which is credited with ail vouch-! 
ers drawn in favor of creditors in this group, and which is posted in 
detail to the accounts involved. The use of the formal account for! 
the individual creditor is especially needed where numerous install-! 
meiits are paid on account and such payments do not match par- 
ticular invoices. 

On pages 282-283 is shown a form of cost journal prepared by i 
machine, with accompanying miscellaneous distribution ledger 
sheet and remittance advice. 

Periodic proving and summarizing of the voucher register is re- 
quired, as in the case of other forms of journals. One feature of this 
work is the checking of the amount unpaid— as shown by the com- 
parison of the payment notations and the entire amount vouchered 
—with the balance appearing in the liability account in the general 
ledger and with the unpaid vouchers file. 

Discounts and Allowances under Voucher System. Where discounts 
from stated invoice amounts are allowed by creditors it is desirable 
that the vouchers be drawn for the net amounts, and that charges to 
costs be established on a corresponding basis. If this procedure is 
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foliowed the voucher register shows net costs only and when pay- 
ment is made vouchers payable is charged with the net amount 
through the check register. Then need for adjustment arises only 
when a discount is neglected and it is necessary to revoucher the 
account or to issue an additional voucher for the amount of the dis- 
count. Another procedure, useful only where it is deemed incon- 
venient to place costs on a net basis directly, consists of authorizing 
payment of the net amount, vouchers payable being credited, how- 
ever, with the gross amount; then when the check is issued and re- 
corded vouchers payable is charged with the gross amount and a 
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discount account is credited, through the check register. Under what- 
ever procedure is followed care must be taken to avoid apparent 
authorization of payment of gross amounts and resulting tendency 
to neglect discounts. 

Where goods are returned or special allowances are made between 
the date of vouchering and date of payment, the voucher as drawn 
must be corrected, or the original voucher must be voided and a new 
one issued. As previously pointed out, invoices should not be 
vouchered until the goods have been received and checked and the 
invoice audited, and further delay is required where there is marked 
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uncertainty as to returns and the final basis of settlement. In cases 
where allowances and adjustments are numerous and cannot be de- 
termined promptly it may be desirable to record such transactions in 
tentative form in a special journalizing medium, issuing vouchers 
later as the terms are settled. An alternative procedure is to employ 
columns for accounts payable or “unissued” or “unaudited” vouch- 
ers in the voucher register, such columns being credited when the 
transactions are first recognized and charged when the regular vouch- 
ers are issued, vouchers payable being then credited. In a few situa- 
tions it may be expedient to handle certain types of purchases 
entirely outside the limits of the regular voucher routine. 

Adjustments can be made in the voucher register in red or through 
the use of special columns whenever the amount of the voucher as 
originally drawn must be corrected, assuming that the error is dis- 
covered or the allowance agreed upon prior to date of posting. If 
the page affected has been posted memorandum notations may be 
recorded on the voucher register and the ledger accounts corrected 
by means of a special journal entry. 

Special Problems under Voucher System. There is some difficulty in 
applying the standard voucher system to invoices payable in install- 
ments. Assume, for example, that equipment is purchased at a cost 
of 12,500, payable |500, down, and the balance in four equal monthly 
payments. It would be possible in this case to issue five vouchers, 
one for |500 covering the initial payment, for which a check would 
be issued immediately, and four for $500 each to cover the deferred 
payments. This would require, however, a division of the total cost 
among the several vouchers and this is somewhat inconvenient, par- 
ticularly if more than one type of equipment, and hence more than 
one cost account, is involved. Probably the best procedure in such 
a case is to credit the total amount to an unvouchered liability ac- 
count, crediting vouchers payable as vouchers are prepared and 
approved. 

The conventional voucher procedure likewise requires some modi- 
fication to fit situations in which purchases are made “on note,” or 
in which notes are given by the buyer to apply on open accounts. 
If, for example, a unit of equipment is purchased at a cost of $2,000, 
a cash payment of $200 being made and an interest-bearing note 
given for the balance, the most convenient procedure— assuming that 
it is desirable to treat the original transaction as a credit purchase— 
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can be outlined as follows: (1) charge the equipment account and 
credit accounts payable (and the particular creditof s account) with 
the total cost of |2,000, using some journal medium other than the 
voucher register (unless such register is specially adapted for this 
purpose); (2) issue a voucher for the down payment, |200, recording 
same in voucher register as a debit to accounts payable and a credit 
to vouchers payable; (3) charge accounts payable and credit notes 
payable in the amount of 1 1,800 through the general journal; (4) 
when the note is due issue a voucher for the total amount including 
interest and record the same in the voucher register by debits to notes 
payable and interest charges (or interest payable, if the liability 
for interest has been previously accrued) and a credit to vouchers 
payable. 

It is always unwise to attempt to apply a rigid procedure to situa- 
tions to which the procedure is not suited. In most businesses lia- 
bilities will be incurred from time to time for which formal vouchers 
cannot be conveniently issued at the time the liability is recognized. 
This is particularly true of accruals of service costs, taxes, etc. be- 
tween payment dates and cases where for some reason the precise 
amount of the liability cannot be immediately determined. All such 
situations can be readily handled by credits to ordinary liability ac- 
counts, followed by charges to such accounts and credits to vouch- 
ered accounts payable when formal approval of payment of a part 
or all of the liability becomes practicable. 

For statement purposes, it may be added, the distinction between 
vouchered liabilities and other recognizable obligations is usually 
not stressed. 

Consignment Accounts. Merchandise is sometimes “purchased’" on 
consignment, to be sold for the account of the consignor. In such 
situations the “buyer” does not, in most cases, acquire title to the 
goods; he acts, rather, as an agent or factor for the actual vendor. 
A reasonable basis of handling such shipments, accordingly, is to 
make no regular accounting entries for the amounts received, limit- 
ing the records employed to informal accounts of physical quantities 
and sources of supply. Under this plan the accounting proper be- 
gins when sales are made (assuming no advances to consignor). At 
this time cash or accounts receivable is charged, the commission 
revenue account is credited, and the consignor’s account is credited 
with the amount of the net proceeds under the contract. 
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Where coasigiiments are regularly received at a fixed invoice price, 
and there is no expectation that any merchandise will be returned 
unsold, it may be desirable to handle the transaction substantially as 
a regular purchase, even if it cannot be said that the consignee has 
secured title to the merchandise. Under this plan the amount of the 
stated price is charged to an appropriately labeled merchandise ac- 
count and is credited to the consignor’s account. The sales of con- 
signed goods are then credited to a special '‘sales” account, to which 
the proper portion of the merchandise charge is debited from time 
to time. When a particular consignment has been disposed of, or 
periodically, the consignor’s account is charged with the commission. 
The consignor’s account is also charged with all remittances made 
by the agent. 

The M Co., for example, receives on consignment from the R Co., 
1,000 units of a particular class of merchandise. The goods are in- 
voiced to the consignee at a price of $5 per unit, and the agreement 
provides for sale at such price. Transportation charges are paid by 
the consignor. The agreement further provides that the M Co. is to 
meet ail costs of selling and delivering, and is entitled to deduct a 
commission of 20% of total proceeds in remitting to the R Co. Dur- 
ing the month in which the goods are received 800 units are sold for 
cash at the specified price, and the proceeds less commission are paid 
to the R Co. The following is a scheme of entries for the M Co.’s 


Merchandise on Consignment . $5,000 

R Go $5,000 

To record receipt of goods 

( 2 ) 

Gash 4,000 

Consignment Sales , ... 4,000 

To record sales 

( 3 ) 

R Go 3,200 

Bank . . 3,200 

To record remittances to R Co. 

(4) 

RGo . . . 800 

Consignment Commissions. . . . - . ... 800 

To charge consignor with commissions 

(5) 

Consignment Sales 4,000 

Merchandise on Consignment 4,000 


To close merchandise account to consignment sales in 
amount of goods sold 
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The commissions account represents the actual revenue, on a legal 
basis, arising from consignment sales for the month. The costs of 
handling and selling the goods are of course assignable to this reve- 
nue. The balances of the special merchandise and R Co. accounts 
at this point should either be treated as mutually offsetting items 
and excluded from the M Co.'s statement or should be reported in 
the assets and liabilities with an accompanying explanation of the 
conditions. 

Labor Cost* One of the most important cost factors in most enter- 
prises is labor seiwice. Broadly viewed this factor includes the serv- 
ices of receiving and stores clerks, factory operatives and other pro- 
duction employees, office and clerical workers, the sales staff, the 
shipping and delivery force, repair men, and all other employee 
groups. In dealing %vith labor cost in this sense a line is often drawn 
between those employees whose services are paid for in the form of 
monthly and other periodic salaries and those who are paid by the 
day or week, or by piece or other measure of physical performance, 
but the distinction is not of great importance aside from questions of 
routine procedure. A line is also often loosely drawn between serv- 
ices largely supervisory or which are characterized by mental effort 
and labor which is primarily physical, but again the division is one 
of little significance as far as the measurement of the effects of busi- 
ness operation is concerned. There is no essential difference in 
economic character and effect between the services of the typist in 
the office and those of the employee on the assembly line. And even 
in the case of administrative employees and officials, or professional 
services such as those furnished by the staff lawyer or the engineer, 
as compared with the efforts of “common labor," the contrast in the 
significance of the charges to the enterprise is not as great as is often 
assumed. Ail types of labor costs necessary to business operation have 
the same general relation to periodic revenues and to asset values. 

The quantitative importance of labor cost, coupled with the fact 
that the relationship between the business enterprise and its em- 
ployees is contractual, warrant the development of an accounting 
procedure for labor services which is as systematic and complete as 
is the treatment of the costs of materials and merchandise and the 
accompanying liabilities. Labor costs, of course, are not in general 
received in the form of separate and distinct shipments from a rather 
limited list of vendors, and represented by a series of invoices and 
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bills, as are goods costs. Instead personal services are furiiislied in a 
more or less continuous stream of activity throughout working hours, 
on the part of a relatively large group of persons, each of whom main- 
tains a more or less independent relationship with the organization. 
Proper accounting for labor involves distributing the cost of the 
service furnished by ail employees regularly to the appropriate ac- 
counts, recognizing the individual and total liabilities thereby in- 
curred, and recording the discharge of such liabilities as wages and 
salaries are paid; and where there are many employees, and numer- 
ous types of agreements and modes of payment in effect, the effective 
accomplishment of these operations is no small task. 

Accumulating Labor Charges. The first requirement of a proper 
procedure for handling labor costs is a systematic plan of recording 
the time of each employee. In very small concerns this may amount 
to nothing more than an informal noting of absences, overtime, and 
other variations, but in larger enterprises a definite timekeeping 
scheme is needed. A common arrangement involves the use of the 
time clock and a system of cards. The cards are usually kept in a 
rack near the clock, and when an employee enters or leaves the plant 
the card is inserted in the clock and the time is printed on the card 
by the recording mechanism. If wages are calculated purely on a 
time basis the clock cards themselves may furnish a sufficient basis 
for the compilation of the payroll, assuming that supervision within 
the plant is effective. 

Where the entire time of the particular employee is devoted to fur- 
nishing a single type of service corresponding to a distinct cost ac- 
count, and there is no occasion for breaking this cost down in terms 
of particular jobs or other units, the distribution of labor costs fol- 
lows the regular classification of employees, and no reports of time 
distribution are required except where there are variations from the 
usual assignments. Where, however, the employee's time is divided 
among various tasks or jobs for each of which it is desired to de- 
termine costs, as is often the case in manufacturing, time reports 
must be systematically prepared showing the complete distribution 
of the worker’s time each day. See illustration on page 289. Further, 
where wage payments are on a piece basis, or any other special basis, 
it is necessary to maintain a record of the worker’s performance while 
in the plant. 

As a rule time slips should be sent to the accounting department 
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daily, for calculation and tabulation. Here the charges to the vari- 
ous cost accounts are assembled and the amount of the liability to 
employees determined. The 'hn-and-out” clock cards constitute an 
important means of verification at this point. The wage amounts 
must also be classified by payroll numbers or names and by payroll 
dates, where payments are staggered. Large enterprises make con- 
siderable use of mechanical equipment in these connections. In 



some concerns the data required are transferred to punch cards (un- 
less the original slips are in this form) to make possible the use of 
sorting and tabulating machines. 

The charges for labor in terms of the general-ledger cost accounts 
may be set up through recapitulation sheets, special payroll joiirnals, 
or through the voucher register, depending upon the particular con- 
ditions obtaining. 

Payroll Procedure and Entries. On the basis of the clock cards, 
time slips, and slips showing deductions and advances (if any), the 
payroll sheets showing amounts earned by and due to each employee 
must be periodically prepared. In some concerns, and for some 
classes of employees, there is an underlying sheet for each worker; 
in other enterprises, or for other classes of employees, the data for a 
considerable group may be assembled on a single form. (See illustra- 
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tions on pages 290“292.) Not infrequently both individual and sum- 
marizing records are used to advantage. In general the preparation 
of payroll data for employees receiving regular salaries is a com- 
paratively simple matter. 
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Payments are made in the form of actual cash or by bank checks. 
In many concerns some classes of employees (factory workers, for 
example) are paid in cash and other groups (salaried office employees, 
for example) are paid by check. The essential features of the pro- 
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cedure involved in making disbursements to meet payrolls were out- 
lined in Chapter XIII. In the effort to reduce the work involved, 
expedite the process, and insure accuracy, many special devices have 
been adopted by various enterprises. By staggering pay-days the 
work of the payroll department can be more evenly distributed, and 
where the number of employees is large this policy is w^ell-nigh iin- 
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avoidable. Xbe importance of placing the tasks of preparing pay- 
rolls and of making disbursements in separate hands is widely recog- 
nized, as is the necessity for securing some form of receipt from the 
employee. 

Credits to accrued payroll accounts (with respect to which the pay- 
roll sheets or registers are essentially subsidiary ledgers) are recorded 
through the same medium as is employed to set up the charges in 
the general-ledger cost accounts. If cost accounts are charged and 
payrolls credited outside the voucher register it may still be desirable 
to issue formal vouchers covering amounts approved for payment as 
of particular dates, the entries being a debit to accrued payrolls and 
a credit to vouchers payable. Where payments to workers are made 
in cash what amounts to the imprest system should be followed. 
That is, a check should be drawn for the amount of the payroll as 
vouchered, and the amount of the same should be charged to the 
payroll fund in the hands of the paymaster or other responsible 
party. Later, on the basis of receipted payrolls and unclaimed pay 
envelopes, the payroll fund must be credited and vouchers payable 
charged. The following scheme of entries is illustrative: 


S20,500 


20,000 


20,000 


20,000 


In practice the amount of payroll vouchered is the amount to be 
paid on the disbursing date, under the procedure followed by the 
employer, and this amount is usually less than the full accrued lia- 
bility to date. On a particular payment date, of course, the dis- 


( 1 ) 

Direct Labor ] 

Factory Supervision |•$20,500 

(and other appropriate cost accounts) j 

Payrolls 

To record costs incurred and accrued payrolls 

( 2 ) 

Payrolls 20,000 

Vouchers Payable . . . 

To record vouchering of amount payable on particular 
date 

(3) 

Payroll Fund . . . . . . 20,000 

Bank .............. 

To record drawing of check in favor of payroll fund 

(4) 

Vouchers Payable . 20,000 

Payroll Fund 

To record discharge of liability and expenditure of fund 
on basis of paymaster’s report as audited 
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bursemeiit may: in part cover the. liability accrued in an earlier 
period, and exceed the cost incurred currently. In the foregoing 
entries it is assumed that there are no unclaimed wages. 

Where payment is made to individual employees by bank checks 
the first two steps as illustrated would be unchanged, but the third 
and fourth would be contracted to: 

Vouchers Payable $20,000 

Bank 120,000 

A single voucher may be issued in this case as in the case where pay- 
ment is made in cash, but the credit to the bank account would 
summarize the entire list of checks drawn. A special form of check 
register is useful in this connection and a special bank account is often 
employed for making payroll payments by check. 

If the total of accrued payrolls is vouchered, and the voucher 
register is used as the initial journalizing medium, the use of the 
special "‘payrolls'’ liability account may be dispensed with. If there 
are charges to accrued payrolls for deductions of one kind or another, 
the payroll voucher must of course be drawn for the net amount. 
Numerous other variations in procedure are possible. 

Unclaimed Wages, Advances, Deductions. Unclaimed envelopes in 
the paymaster's hands should generally be returned promptly to the 
cashier and the money should be redeposited in the appropriate 
bank account. Proper notations must of course be made on the in- 
dividual records of the employees involved. Similarly the amount 
of checks issued to employees which have not been cashed should, 
after a reasonable time, be restored to the bank account. As a rule 
the amount of an unclaimed wage payment should be included in 
the amount due at the next payment date. Where wages remain un- 
claimed for some time, and the persons involved cannot be located, 
the amount of the liability should be closed to a special unclaimed- 
wages account. Wages remaining unclaimed for a period of years 
should be transferred to revenue or retained earnings, unless the law 
requires escheat to the state. 

Wage and salary advances to employees— which should be made 
only under definitely restricted conditions— should be charged to a 
special account which is closed into accrued payroll when the services 
have been furnished and the advances thereby earned. Funds to 
take care of advances may be established in the paymaster's hands 
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through a special application of the imprest system. The fund is 
originally set up at an amount estimated to be sufficient to take care 
of advances between pay-days. On each pay-day the fund is provided 
with the full amount of the payroll, and when this amount less the 
advances has been disbursed, the fund again stands at the amount of 
the original deposit. Any amount of wages or salaries advanced or 
prepaid constitutes a form of asset for statement purposes. 

Wage and salary deductions must be carefully handled in comput- 
ing payrolls. If special deductions are payable to outside organiza- 
tions, as in the case of insurance premiums, or contributions to re- 
tirement or “security" funds, these should be taken care of by charges 
to accrued payrolls (and proper adjustments of amounts due the 
individuals affected) and credits to appropriate liability accounts 
for the corresponding amounts due the outside organizations. De- 
ductions covering sales of goods or services to employees must like- 
wise be charged to accrued payroll. If such deductions have been 
previously charged to the employees' accounts, such accounts must 
of course be credited when the deductions are charged to payrolls; if 
the items have not been posted prior to the date of computing pay- 
roll, the credits to sales or other accounts affected must be made at 
this point. Another example is the deduction to cover employee 
subscriptions for bonds or other securities. In this case the special 
liability account credited represents the claim of the employee on 
the funds being accumulated for his account. The liability is dis- 
charged when the bonds are acquired and delivered to the employee. 
In this process it may be necessary to open up an account showing 
bonds held for delivery— an account which is preferably interpreted 
as a contra to the special liability account. 

A major payroll deduction nowadays is on account of the Federal 
income tax on employees. The employer is required to withhold 
regularly from the employee's pay income taxes at prescribed rates 
and remit the funds withheld to the government. 

Payroll and Related Taxes. Under Federal “social security" legis- 
lation employers in general are subject to taxes based on the total 
amount of wages paid during the calendar year (excluding payments 
to particular employees in excess of a specified amount per annum 
per employee). The tax is levied under two sections, with a credit 
under one section for contributions to state unemployment compen- 
sation funds. In addition the statute provides for taxes on em- 
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ployees matching the payroll tax levied on' employers under one 
section. These taxes, like ordinary income taxes withheld, are coh 
lected by the employer in the form of a deduction from wages pay- 
able, and remitted to the government. 

Returns of payroll taxes must be regularly filed with Federal and 
state governments, and numerous specialized records must be main- 
tained. In addition the ordinary payi'oll records require some adap- 
tation to meet the needs of the situation. As far as the general- 
ledger accounts are concerned the proper treatment is to set up the 
special liabilities for Federal taxes and contributions to state funds 
regularly in terms of wage accruals. For example, assume that in the 
M Co. the total charge for labor of all classes in a particular month 
is 120,500, the amount of Federal payroll tax (after taking into con- 
sideration any exemptions or credits) is |230, the amount to be col- 
lected and remitted to cover employees' tax is |180, and the amount 
due to state funds is |185. Assume further, that the amount of 
regular income tax on employees required to be withheld from this 
accrual is $970. The appropriate entries are: 


( 1 ) 

Labor Cost (properly classified) S20,5()() 

Payroll — Gross ........... $20,50(1 

To set up total labor cost against gross payi'oll account 

( 2 ) 

Payroll — Gross 20,500 

Payroll-Net 18,935 

Federal Payroll Tax Payable ....... 230 

Employees’ Social Security Tax Payable .... 180 

Liability to State Unemployment Fund .... 185 

Employees’ Federal Income Tax Withheld . . . 970 

To distiibute gross payroll credit 


In these entries charges for Federal and state levies are treated as a 
part of labor cost instead of being isolated as taxes— a disposition 
which seems sound in view of the general character of such levies 
and the manner in which they are calculated. If desired, however, 
the amount of the tax levied on the employer may be segregated as 
a special overhead cost. 

Costs of Special Professional Services. Outside professional services, 
such as those furnished by auditors, engineers, lawyers, advertisers, 
and the like are acquired somewhat irregularly by the typical con- 
cern, and it is sometimes difficult to measure the amount of cost in- 
curred and liability accrued as of a given date. This is particularly 
true of legal services, where often neither the extent of the engage- 



CURRENT COSTS AND PAYABLES 


297 


ment nor the amount of fees can be approximated in advance or at 
the close of a particular accounting period during the course of the 
consultation and litigation. In all such situations it is important 
that liberal estimates of accruing costs be set up, period by period, 
special liability accounts, rather than accounts or vouchers payable, 
being credited. Then as definite bills are received the temporary 
and estimated liability account is charged and the ordinary type of 
liability account is credited. 

For example, the M Co. pays a regular monthly retainer of |200 to 
Spence Sc Spence, attorneys, to cover the cost of routine legal matters 
such as preparation of contracts, investigation of titles, etc., and in 
addition pays special fees as billed whenever the firm represents the 
Company in a law suit or in any protracted negotiation. During a 
particular month the firm is made a party to a patent case and a con- 
siderable amount of preliminary work on the case is done by the 
lawyers. At the end of the month, however, no statement of account 
has been furnished to cover this work although one of the attorneys 
has estimated the total legal expense for the entire proceedings at 
|5,000, and the period required to reach a settlement at five months. 
The regular retainer is paid. With these conditions the appropriate 
entries are: 


(k) 

Adoiinistration Cost Control (Law) | 200 

Vouchers Payable (or, first, Spence and Spence) . . I 200 

To record incurring of regular monthly charge 

(2) 

Administration Cost Control (Law, or a special subsidiary 
account) . . . . .... . , . . . . 1,000 

Liability for Legal Cost-Patent Case . . . . . 1,000 

To record estimated accrued legal cost of patent proceed- 
ings 


If entries corresponding to (2) are recorded each month for five 
months, with no statement of account forthcoming from the attorneys 
in the meantime, the special liability account will show a credit bal- 
ance of 15,000. Assuming, then, that the case is finally terminated 
in the sixth month and that a bill for special legal services is received 
totaling $5,300, the appropriate entries following the audit of the 
bill are: 


Liability for Legal Cost — Patent Case 115,000 

Administration Cost Control (Law) ...... 300 

Vouchers Payable * • $5,300 
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Where two or more accounting periods are included within the 
time in which an estimated liability for services is accrued, and the 
final amount of the charge differs considerably from the accrual, an 
adjustment of retainer earnings (preferably to be reported in the 
following income statement) is in order. 

Commissions, Bonuses, Royalties. Commission costs arise particu- 
larly in connection with selling activities. The principal special 
problem arising is the measurement of the precise amount accrued as 
of a specific date. Where commissions are in no way contingent or 
conditional the amount accrued can be determined on the basis of 
reported performance. Where, on the other hand, an employee or 
agent is entitled to a higher rate of commission or to a special bonus 
if a specified level of output or sales is achieved, the amount charge- 
able is contingent until the period of determination is concluded. 
In all such cases, estimates of charges and liabilities must be made if 
interim statements ai'e required. 

Another case of contingent cost and liability is found where a part 
of the compensation of one or more members of the top management 
staff is contingent upon the amount of net earnings. Prior to the 
close of the year and the determination of the results of operation the 
amount of the charge cannot be determined, except as an estimate, 
and in preparing monthly or quarterly statements the hypothetical 
nature of the estimated charge and liability should be clearly indi- 
cated. 

Where the cost of a service depends upon the amount of net in- 
come, and at the same time is a charge which must be included in 
operating expenses, the computation of the amount is facilitated by 
the use of equations. For example, assume that the president of the 
M Co. is paid a salary of $15,000 per year and in addition a bonus of 
5% of net income after all expenses, losses, and other charges have 
been deducted, with the exception of income and profits taxes. As- 
sume, further, that the net for the year computed as required, but 
subject to the amount of the bonus, is $50,000. With these condi- 
tions the additional compensation is calculated as follows: 

Let X equal the amount of the bonus. 

Then 50,000 — a: equals the required net figure on which the bonus is computed. 

Therefore, 

^ = .05 (50,000-;^) 

= ^2,380.95 

If the agreement states that the net on which the bonus is to be based 
is after all income and profits taxes— with respect to which the bonus 
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itself is an allowable deduction-the computation is more complex 
but can be made through the use of simultaneous equations 
Royalty contracts usually provide for the payment of a specified 
amount per unit of output or a specified percentage of sales. 
The cost should be accrued periodically, like other charges, with 
appropriate recognition of liabilities. Where the royalty rL varies 
with the amount of annual sales the problem arises of estimating the 
applicable amount of cost in interim statements. 

Rent and Insurance Costs. Where the right to use real estate or 
personal property is secured through lease rather than ownership the 
cost of the service, and the liability incurred on this account, must be 
systematically recognized. If the contract calls for rent payments at 
short intervals, such as the week or month, the entries during the 
peiiod may be set up in terms of such payments, supplemented by a 
proper adjustment at the close of each accounting period; in cases 
wheie single payments cover a year or more it may be necessary, for 
purposes of adequate cost accounting, to establish a regular routine 
of accruals. Payment of rent in advance of receipt of service or use 
a common occurrence, gives rise to a special type of asset, a form of 
receivable, which is chargeable to cost accounts as the use of the 
property is furnished to the lessee. Where there are a considerable 
number of contracts, with varying terms, the procedure involved in 
ascertaining and recording rent costs and payments may be suffi- 
ciently elaborate to justify the use of special forms and records. 

For an example of a single lease applying to a particular class of 
property, with payment made regularly following receipt of the 
service, assume that the M Co. rents office space from the Packer 
Estate at a cost of ^200 per month, payable semiannually on June 30 
and December 31. With these conditions, and a monthly cost reck- 
oning by the M Co., the following entries would be made on the 
lessee’s books each month: 


Office Cost Control (Rent) . . . . . . . *200 

Packer Estate (or Rent Payable) . . . . 1 [ $200 

On June 30, for example, when a check is issued for rent for six 
months the following entries are required: 

; :;P^ker Estate , s V - .-' , ' Jl,26or’ ' ; ' 

■ $ 1,200 
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If the liability were vouchered on June 30 the specific liability ac- 
count, Packer Estate, would be transferred to vouchers payable, in 
which case the entries on the occasion of payment would be: 


Packer Estate .... 
Vouchers Payable . 

( 1 ) 

. . . $1,200 

$1,200 

Vouchers Payable . 

Bank 

( 2 ) 

. . . 1,200 

1,200 


For an example of rent prepayment assume conditions as above 
except that the lease specifies that the rent is payable in advance 
semiannually, on January 1 and July 1. Under this form of agree- 
ment the entries on each payment date are: 


Packer Estate (or Rent Prepaid). $1,200 

Bank $1,200 


And the entries necessary to recognize the cost of service received 
each period are: 


Office Cost Control (Rent) $200 

Packer Estate $200 


Where a number of distinct agreements and lessors are involved 
the broad titles, “Rent Prepaid'’ or “Rent Payable" are appropriate 
for general-ledger purposes. Such accounts, however, must be sup- 
ported by some form of record which shows the relation of the lessee 
to each contract and lessor. 

In the case of insurance the service received by the insured from 
the insurer is not a technical factor which can be utilized in produc- 
tion; it consists rather of the complete or partial assumption by the 
insurer of the risk of loss through fire, injuries to employees, and 
other casualties and accidents. Payment is commonly made foi 
considerable terms in advance, which makes it necessary to dis- 
tinguish periodically between expired and unexpired insurance. 
Actual payment is usually made through the insurer's agent, and in 
some cases the agent may carry the acount for a limited period. The 
number of policies is often large, and a special form of register is a 
convenience in this connection. The insurance register is essentially 
a highly specialized type of subsidiary ledger. 

The entries required in apportioning the cost of prepaid insurance 
follow the pattern illustrated above for prepaid rent. The cost of 
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insurance may of course be assignable to a number of departmental 
cost accounts. 

Utility Service Costs. Utility services, such as gas, electric energy, 
telephone and telegraph, and water, are utilized in more or less sig- 
nificant amount by most business concerns. (Such costs are usually 
referred to as “services,'' even when represented by a tangible com- 
modity such as water.) Costs of this class are billed regularly and 
can be recognized in terms of such billings, accruals being taken into 
account where necessary to complete the record for a given period. 
Monthly telephone charges for local service are billed in advance, 
and are payable before the service covered has been fully received. 
Ideally the amount prepaid should be set up as an asset, telephone 
service receivable, and should be transferred to telephone cost as the 
service is received, as in the case of rent or insurance prepaid. In 
practice, however, it is common to treat the entire amount as a cost 
incurred when the bill is vouchered or paid. 

To illustrate a precise apportionment of the cost of utility service 
assume that the M Co. buys gas from the Pacific Gas Co. and that the 
bills, received bimonthly on about the fifteenth, cover a bimonthly 
meter reading made on the tenth. The M Co. prepares monthly 
reports of income and financial condition. At the end of the first 
calendar month during which gas is used the M Co. estimates the cost 
of the estimated amount consumed— on the basis of its own meter 
reading and knowledge of rates— at $20. Entries are therefore made 
as follow^s: 


Gas Cost $20 

Gas Liability Accrued $20 


If desired the credit might be made directly to Pacific Gas Co., al- 
though the amount is estimated and no bill has been rendered by the 
utility. On the tenth of the second month the gas company reads the 
meter and on the fifteenth a bill for gas for one month and ten days is 
received, the amount being $28. The appropriate entries are: 


Gas Liability Accrued $20 

Gas Cost 8 

Vouchers Payable (or, first, Pacific Gas Co.) $28 


At the end of the second month the estimated cost of the estimated 
amount consumed since the tenth is $13. The entries therefore are: 
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Gas Cost . . . . . . . . . . . . . . . .113 


Gas Liability Accrued |13 

For the third month the cost is estimated at $23, and the entries are: 

Gas Cost . . . . . . $23 

Gas Liability Accrued 123 

Oil the tenth of the fourth month the meter is again read by the util- 
ity and when the bill is received the entries made follow the pattern 
shown above. And so on. 

Transportation charges applicable to materials or merchandise 
purchased should be viewed as a part of the cost of such goods, as was 
emphasized in the preceding chapter; and the liabilities incurred on 
this account should be dealt with as are other invoices payable. It 
may of course not be feasible to assign all of the minor costs of ex- 
press, freight, etc. specifically to materials or merchandise accounts. 
The cost of postage is commonly incurred on a cash basis, and is 
preferably handled through the imprest system. In large concerns 
the number of expenditures required for postal service is often re- 
duced by the use of a special mailing permit. Stamps on hand at the 
end of the period represent a form of prepaid service and their cost 
should be included in assets. 

Taxes and Donations. Property taxes, franchise taxes, sales taxes, 
payroll taxes, excise duties, special licenses and fees, and other types 
of levies by governmental agencies are treated by most concerns as 
business costs, applicable either to particular departments and activi- 
ties or to the enterprise as a whole, depending upon the type of tax 
and other circumstances. Income taxes are usually treated as charges 
to revenue in the year accrued, and are not considered to be subject 
to departmentalization. Special assessments representing costs of 
public improvements such as pavements and sewers are commonly 
handled as additions to the cost of real estate assessed. As pointed 
out earlier, taxes are coerced payments and do not as a rule represent 
technical factors, such as materials and labor, required in production. 

It is important that the efiect of tax charges, like other costs, be 
registered in a reasonable way in the accounts. If property taxes are 
payable twice a year, for example, and it is desired to prepare monthly 
statements, it is necessary to accrue the tax liability so as to charge 
each month with an appropriate amount. Where the assessment has 
already been made, although the tax is not yet due, the amount to be 
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accrued period by period can be precisely ascertained; where the 
amount of the liability is indeterminate it is necessary to estimate 
the tax to be accrued. Under some circumstances taxes are construed 
as paid in advance, and the amount prepaid is treated as an asset, to 
be written off over the period to which the levy applies. Licenses are 
usually prepaid. 

Gifts to community funds and other charitable and public under- 
takings sometimes are of a sufficiently recurring character to be 
viewed as a form of general expense. To accrue such costs prior to 
payment, however, is hardly expedient, except in those cases where 
the concern has made a definite commitment in the form of a sub- 
scription or otherwise. 

Accruing and Paying Income Taxes. Income and profits taxes are 
levied on a calendar (or fiscal) year basis. In the Federal tax struc- 
ture, moreover, a number of rates and many technicalities are in- 
volved. It follows that monthly or other interim accruals of such 
taxes are highly contingent. The best that can be done is to set up 
a liberal estimate of the amount of the liability in the light of the 
earnings of the particular period and the estimated results of opera- 
tion for the entire year. The amount on which the income tax is 
levied is in general determined by deducting from total revenues all 
expenses, losses, and interest charges. 

Partnerships and sole-proprietorships, it should be remembered, 
are not subject to income and profits taxes as enterprises. Instead 
the owners are subject to tax in their individual capacities. 

To illustrate the general procedure required in accruing income 
taxes assume that the M Co., in the first month of operation, has earn- 
ings of such a level that— in view of the total estimated earnings for 
the year— the amount of estimated Federal income tax applicable to 
the month is $200. The appropriate entries are: 


lacome Taxes . , , , , . S200 

Liability for Federal Taxes . , , . . , . . . . $200 


Later monthly reckonings are similarly handled. As estimates of 
earnings for the year are revised it is of course necessary to make ad- 
justments. Where formal interim accounting for net income is not 
considered necessary the best procedure is to postpone accrual of 
income taxes to the end of the taxable year. 

Federal income taxes on corporate earnings are payable in four 
quarterly installments in the year following the year of accrual. 
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i\ssume for example, that at the end of a year of operation the iiicoiiie 
tax of the M ' Co. is accrued in the amount of S2,500. On or before 
March 15 of the following year the tax return must be prepared and 
filed at the appropriate office of the collector of internal revenue, and 
a payment of 25% of the tax as calculated must be made when the 
return is filed. For the case in hand the entries are: 


( 1 ) 

Liability for Federal Taxes $625 

Vouchers Payable (or, first, U. S. Treasury Department) . $625 

To recognize definite liability for first installment 

Vouchers Payable 625 

Bank 625 

To record issue of check for first installment 


If desired the entire amount of the accrued liability may be trans- 
ferred to the definite liability account as soon as the amount of the 
tax becomes fairly certain or on the occasion of drawing the first 
check. Similar entries are required when the remaining quarterly 
installments are paid. 

The filing of the return does not settle finally the amount of the 
tax. The total liability to the government remains somewhat uncer- 
tain until the return is audited, and even after the return has been 
audited and passed it is still possible for an additional assessment (or, 
conceivably, a refund) to be made under some circumstances. 

Classifying and Summarizing Costs. The above discussion has dealt 
primarily with the initial accounting for costs, in terms of the kinds 
of cost factors required in operation. It must be borne in mind that 
costs as incurred must be traced in terms of particular plants, depart- 
ments, stages of production, and other types of cost units, and this 
requires classification and reclassification of costs under various 
heads. Further, as has been emphasized at various points, it is neces- 
sary to distinguish sharply between costs incurred in their original 
form, costs converted and accumulated in production and sum- 
marized as work in process and finished goods, and costs assignable to 
the revenues of the particular period, if sound conclusions as to 
periodic income and financial position are to be drawn. Such dis- 
tinctions, of course, are more important in the extractive and manu- 
facturing fields than elsewhere, but they should nevertheless be 
recognized in all lines. 
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The tracing o£ costs within the enterprise, with appropriate classi- 
fication and summation, is an essential feature of the work of the cost 
accountant. 

Control and Audit of Costs and Payables. The general device of 
internal check should be applied wherever possible in the develop- 
ment of procedures for handling materials, labor, and other costs, 
and the liabilities arising in connection therewith. If adequate at- 
tention is given to this matter the charges to cost accounts should 
correspond to the actual costs incurred and there should be no recog- 
nition of unauthorized liabilities. Under almost any scheme, of 
course, some mistakes are likely to be made, and conditions some- 
times arise w^hich lead to delays, and the need for revision and adjust- 
ment of records. 

Systematic estimating and planning with respect to periodic re- 
quirements is an important feature of the control of costs incurred. 
In some concerns such estimating takes the form of a number of inter- 
related budgets covering construction, materials, labor, and other 
types of costs. The scheduling of costs also involves careful planning 
with respect to the handling of current liabilities. In this connection 
mention may again be made of the need for procedures which insure 
prompt recognition of liabilities and provision for payment within 
discount periods. 

The auditing of costs and payables should be in large part accom- 
plished through the regular procedures for checking and recording. 
In addition many concerns employ internal auditors, w^hose duties 
include making regular verifications and tests, and public auditors, 
who make a more or less intensive examination of the records and 
procedures from time to time. Among the matters which should 
receive special attention in the periodic audit of liabilities are: (1) 
invoices or bills in process of being audited and recorded; (2) dis- 
counts and other offsets to outstanding payables; (3) possible liabili- 
ties arising through guaranties of product, additional tax assess- 
ments, etc.; (4) accrued interest, wages, etc.; (5) consignment accounts. 
In endeavoring to verify purchases and accounts payable, labor costs 
and payrolls, and other types of costs and corresponding liabilities, 
particularly where there is serious reason to question the integrity of 
the records, the auditor may find it necessary to obtain independent 
statements from the other parties to the transactions in question. 
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The technique of the auditor, which must be varied to suit the par- 
ticular circumstances, need not be considered here. 

Questions 

1. List the principal features of the “voucher system” of handling costs and 
payables. Outline the general procedure under this system. 

2. Describe the voucher register and its use. Where cost accounts are very 
numerous how is posting to such accounts accomplished? 

3. Discuss the treatment of discounts and allowances under the voucher system. 
Installment payments. Notes payable. 

4. How should consignments be handled on the books of the agent receiving 
such consignments for sale on consignor’s account? 

5. Compare material cost and labor cost: (a) with respect to underlying effect 
upon income and financial position; (b) manner in which incurred. 

6- Outline a typical system for the accumulation of labor costs and the corre- 
sponding liabilities. Under what circumstances would clock cards be the only 
underlying record reqmred? 

7. Outline a procedure for meeting payrolls: (a) by issuing checks; (b) by pay- 
ments in currency. 

8. In the position statement how would you treat unclaimed wages? Advances 
to employees? 

9. Outline a procedure to deal with the joint contributions of employer and 
employee required under ‘‘social security” legislation, 

10. Illustrate the accounting for estimated legal costs. For contingent commis- 
sions and salaries. 

1 1 . Illustrate the computation of a service cost the amount of which is contingent 
upon the amount of net earnings. 

12, Illustrate the accounting for rent prepaid and payable. Insurance prepaid. 
What is the nature of the insurance register? 

13, Illustrate a precise accounting for telephone costs. 

14, Discuss the accounting treatment of taxes. Donations. 

15. What special problems are involved in accruing income and profits taxes for 
short-term periods? When is the amount of the obligation finally settled? 

16, Assuming that costs have been properly recorded as incurred what further 
steps are reqmred if the effects of such costs on business operation and financial 
status are to be registered properly? 

17. Discuss the control and verification of costs and current payables. 
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Importance of Revenue Transactions. One of the outstanding facts 
with respect to any enterprise is the amount of periodic revenue, and 
transactions which involve the recognition of revenue are accord- 
ingly of basic importance in the accounting for business operations. 
Further, such transactions commonly comprise a large part of the 
total flow of activity which must be recorded and reported, and hence 
represent a major element from the standpoint of bookkeeping pro- 
cedure. 

Revenue transactions are the essential complement of cost transac- 
tions, internal operation or production lying between. That is, busi- 
ness activity is bounded on one side by the transactions necessary to 
the acquisition of the requisite goods and services from the various 
parties furnishing the same, and on the other side by the transactions 
necessary to the transfer of the final product of the enterprise to the 
customers or patrons. Revenue transactions are the primary source 
of funds to support recurring costs, and without adequate support at 
this point the business obviously cannot long continue. Further, the 
amount by which the flow of revenue exceeds the accompanying 
stream of costs (including losses and taxes) represents the earning 
power of the capital committed to the enterprise, a matter of vital 
significance to those who furnish such capital. 

Looked at from the point of view of the vendor rather than the 
buyer, much of the discussion of costs and payables in the preceding 
two chapters can be readily applied to the treatment of revenues and 
receivables. From the standpoint of the particular enterprise, how- 
ever, the distinction between the two groups of transactions is funda- 
mental, and this makes it necessary to give them independent 
consideration. 
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Reveeue Recognition. What is the proper evidence of revenue 
realization? And what is the appropriate occasion for the recogni- 
tion of revenue in the accounts? These questions must be considered 
in the establishment of any system of procedure designed to deal with 
revenue transactions, and should receive brief attention here. 

Credits to revenue account should be recognized only wlieii it is 
possible to support such credits by equivalent asset values. It should 
be equally clear that revenue procedures should be established in 
terms of definite activities and events in the operation of the enter- 
prise. The question then becomes, at what significant and con- 
venient point in the process of dealing with customers are revenues 
adequately validated? Referring particularly to enterprises whose 
product consists of some tangible commodity, it appears that the 
principal specific events involved in the transactions with customers 
are: (1) securing the order; (2) delivering the product; (3) collecting 
the sale price. (Any two or all three of these steps, of course, may 
occur together.) The first of these events evidently does not satisfy 
the essential requirements. Taking the order is an important step, 
but recognizing revenue at this point would be an extreme case of 
‘‘counting your chickens before they are hatched.'' In many in- 
stances the process of technical production is not completed— in fact 
it is sometimes not even started— when the order is received. At this 
point the contract is wholly unperformed, and the claims against the 
customer are substantially an offset to his rights against the enter- 
prise. The second event is much more appropriate as an occasion 
for revenue recognition. The delivery of the product, in the first 
place, indicates completion of the work of production. Second, it 
involves a physical separation of values from the producing enter- 
prise. In the third place, and what is perhaps more important, legal 
sale is usually considered to be effected upon delivery, and it is the 
fact of sale, in general, which warrants the booking of accounts re- 
ceivable. In many enterprises, accordingly, delivery of product con- 
strued as legal sale has become the dominant occasion for the 
recognition of revenue. The third event, receipt of cash, is evidently 
of marked importance from a financial standpoint and in special 
circumstances it may be desirable to postpone the booking of revenue 
until this point is reached. Examples of such circumstances are long 
collection periods, marked uncertainty of collection, and the neces- 
sity for incurring substantial cost following delivery. 

Where services rather than tangible commodities are the product 
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of the enterprise the situation is only superficially different. Services 
are not furnished in precise shipments or lots as are goods, and it 
follows that recognition of revenue in terms of actual deliveries to 
patrons may be somewhat difficult of accomplishment. Nevertheless 
the rendering of the service remains the basic justification for the 
booking of revenue and accounts receivable, and a suitable pro- 
cedure, essentially in conformity with this principle, can ordinarily 
be developed. In the service field, it may be added, recognition of 
revenue primarily in terms of cash receipts is not uncommon. 

Postponing recognition of revenue until sale of product or later, it 
is clear, means that any revenues implicitly involved in work in 
progress or finished goods on hand and unsold are not taken into 
account. A possible line of objection to conventional procedures 
appears in this connection. No doubt there is some basis for the 
view that the earnings of the typical enterprise accrue in terms of the 
entire process of economic production instead of emerging, in total, 
upon the specific occasion of sale and delivery. Where the time re- 
quired to prepare and market a unit of product is short and there is a 
continuous fiow’^ of output to customers the point is evidently of little 
importance. Where, on the other hand, the period of cost accumula- 
tion is relatively long and units of product are completed and deliv- 
ered very irregularly—as is often the case in shipbuilding and other 
construction lines—strict adherence to the sale basis of revenue ac- 
counting may lead to rather unreasonable periodic income reports. 
It has long been recognized by accountants, accordingly, that modi- 
fications of the usual assumptions with respect to revenue may be 
warranted in special circumstances. 

Gain or Loss in Property Transactions. Income or loss may arise in 
connection with the sale of securities, real estate, or other assets lying 
outside the scope of the typical revenue transaction. According to 
the usual view, the gain or loss in such cases is measured by the dif- 
ference between the cost (or other book value) of the property dis- 
posed of and the selling price or proceeds, and is chargeable with all 
applicable selling and other costs incurred. This is entirely appro- 
priate for transactions of an incidental or non-operating character. 
On the other hand, for concerns actively engaged in buying and sell- 
ing stocks, bonds, land, etc. on their own account there is something 
to be said for a definition of revenue in terms of total sales, as in the 
case of enterprises trading in commodities. The total stream of rev- 
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enue of a livestock dealer, for example, is measured by the amount 
of sales; similarly the gross revenue of a dealer in bonds can reason- 
ably be gauged by the volume of business done. 

Where there is an exchange of property, the true gain or loss is 
measured by the difference between the cost (or other book value) of 
the asset parted with and the amount %vhich it %vould cost, if payment 
were made in actual cash, to acquire the property received in ex- 
change. This is equivalent to saying that the amount of the pro- 
ceeds of an exchange is determined by the fair market value, on a 
strict cash basis, of the property acquired. 

The terms ‘‘capital gain” and “capital loss” are often applied to 
the income or loss resulting from transactions in assets other than 
those representing the regular product of the enterprise, particularly 
where the property disposed of has been held for a considerable 
period. 

Definition of Sale— Special Cases. The strict legal test of purchase 
and sale is the passing of title. As explained earlier, the determina- 
tion of the precise conditions under which title passes may be a 
highly technical matter, and in developing satisfactory accounting 
procedures care must be taken not to lay undue stress on legal 
niceties. In the great majority of cases, and barring the use of some 
special form of contract, the sale may be said to have occurred either 
when the goods are delivered to the customer or are consigned to the 
customer through the agency of a common carrier. It is at this point 
as a rule that the invoice is written, and a basis established for the 
charge to the customer and the credit to revenue account. 

Where output is in the form of services there is, strictly speaking, 
no question of title passing in accounting for revenue. As explained 
above, however, the actual furnishing of the service represents a 
condition substantially on a footing with the delivery of goods, and 
in general this fact has adequate legal recognition. 

A sale may be effected without actual transfer of goods to the 
buyer. If under a sales contract particular units of product have 
been segregated or earmarked for the buyer, and await his further 
instructions, the fact that they remain in the possession of the vendor 
does not preclude recognition of revenue and receivables. Payment 
in whole or in part is sometimes made by the buyer under such cir- 
cumstances; and the vendor may be justified in treating such pay- 
ments as collections on account rathcjr than as advances. 
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A sale ordinarily assumes the transfer of goods to the buyer at an 
agreed upon price and for his unrestricted use. Accordingly it is 
necessary to distinguish consignments, and other forms of bailment, 
from sales. In general a bailment represents delivery for some spe- 
cific purpose, without passage of title. Thus where goods are deliv- 
ered for transport, for repair, for assay or other examination, for 
storage, or for use under a lease, they remain the property of the 
bailor and there is no sale to be accounted for. Delivery to an agent 
or factor likewise does not constitute sale, although occasionally con- 
signments and conditional sales are booked, as a matter of conveni- 
ence, in substantially the same manner as outright sales. Hypothe- 
cation or pledging is another case where physical possession is granted 
without sale. 

Transfers between plants and departments, the entire situation 
being under one legal ownership, do not constitute sales. In this 
connection there is often some lack of harmony between the point of 
view of internal management and that dictated by consideration of 
legal entities involved. To the plant manager deliveries to another 
division or department within the enterprise may appear to be on 
substantially the same footing, in measuring the output or perform- 
ance of his plant, as actual sales to outside organizations, and he may 
feel that such deliveries should be included, at commercial selling 
value, in the total revenues of the plant in question. For the purpose 
of this discussion it is sufficient to bear in mind the fact that the 
concept of revenue as employed in accounting primarily attaches to 
ownership of capital as exemplified in the particular legal enterprise, 
and where it is necessary to judge the performance of divisions of 
activity which do not lead directly to revenue other bases of measure- 
ment (for example, physical output and cost data) must be employed. 

Cash and C. O. B. Sales. In many retail lines a large volume of sale 
transactions is on a cash basis, which means that collection from cus- 
tomers is accomplished upon the occasion of making sale and effect- 
ing delivery. The primary problem of procedure involved here is 
that of handling and controlling cash, a matter considered in an 
earlier chapter. Where cash registers are used the register readings 
furnish the basis for the credits to revenue accounts as well as the 
charges to cash; under the invoice system of cash sales the sales in- 
voice— or a recapitulation of invoices— is the underlying source of the 
data for the accounts. In some establishments cash sales are entered 
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through the receipts journal; in other enterprises one or more distinct 
sales journals are employed. Highly specialized sales records are 
employed in many businesses, particularly where considerable classi- 
ftcation of sales is required. 

C.O.D. (collect on delivery) sales are closely allied to cash sales and 
are sometimes accounted for as such. Under this plan merchandise 
in process of delivery is deemed to remain a part of the stock of the 
vendor until collection is accomplished, and credits to sales account 
are based upon cash receipts. The usual legal view of C.O.D. sales 
considers title to have passed upon delivery to the common carrier, 
but denies the right of possession to the buyer until payment is made. 
Some enterprises adopt this view in their procedure, crediting sales 
and charging receivables upon consignment substantially as in the 
case of the regular account sale. As in many other connections, the 
controlling factor in determining the general plan to be followed 
should be convenience and efficiency under all the circumstances 
rather than legal hair-splitting— admitting the importance of the 
basic legal considerations. Under either treatment a routine must 
be established which will insure proper control of all elements of the 
transaction. A method of procedure employed by some department 
stores involves preparation from the sales slips of a C.O.D. delivery 
sheet showing date, invoice number, buyer’s name and address, 
amount to be collected, and any other data which may be needed. 
Such sheets, arranged by drivers’ routes, afford a basis for control of 
collections (supported by slips detached from delivered packages) 
and goods not delivered, as turned in by drivers. A record of this 
type may serve as a supporting ledger for an account showing “ac- 
counts receivable, C.O.D.,” obviating the use of formal customers’ 
accounts, in the case of concerns which adopt the second general 
method— that of recognizing sales in terms of invoices drawn rather 
chan collections. 

Paid Orders. Another situation which is closely related to the cash 
sale arises where the customer is required to advance the amount of 
the sale price with the order, a condition which is common in the 
mail order field. Assuming that the order is to be filled promptly, 
from goods in stock, it is not unreasonable to credit the sales account 
with the amount of cash received, an adjustment being made later 
for unfilled orders, if any. If, on the other hand, any considerable 
time is, likely to elapse before preparation of invoice and consign- 
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meiit of goods to customer it is desirable to opgn a liability account 
entitled “customers’ paid orders” to receive the original credit en- 
tries. Upon shipment of goods, under this plan, the customer lia- 
bility account is charged and sales credited. The file of unfilled 
orders, in lieu of ledger accounts, may be used to support the con- 
trolling orders account. On the whole the treatment of the paid 
order, until filled, as a liability rather than a revenue item, is the 
better plan. Whichever plan of booking revenue is employed it is 
essential that a careful system of handling customers’ remittances be 
followed, extending from the opening of the mail to the making of 
the daily bank deposit. 

To illustrate the general entries involved in handling paid orders, 
assume that the M Co. on a particular day received through the mail 
customers’ orders and accompanying checks amounting to f5,000. 
Entries in general-ledger accounts are required as follows: 


Gash 15,000 

Customers’ Paid Orders $5,000 


As orders are filled and invoices covering shipments are prepared, the 
amount thereof must be credited to sales. Assuming that on a par- 
ticular day the amount of paid orders filled by the M Co. is $4,000 
the following entries must be recorded: 

Customers’ Paid Orders $4,000 

Sales $4,000 

Advances and Deposits. In service fields, such as transportation, the 
customer or patron commonly pays in full at the time the enterprise 
begins to furnish the service which has been agreed upon. In such 
cases, assuming that the transaction will be completed promptly 
without interruption or other need for adjustment, receipt of cash 
may be treated as the proper basis of revenue, subject to a possible 
correction for services “in process” at the close of the period. If, on 
the other hand, the payment made covers a service or series of services 
to be rendered at a future date or dates, as in the case of season 
theatre tickets or round-trip railway tickets covering a considerable 
period, the treatment of the amount received as, at the outset, a 
liability to customers and, as the service is furnished, a credit to 
revenue, is the only sound procedure. 

A similar situation is found in the sale of commodities on the 
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ticket plan, as in the milk business. Assume, for example, that the 
Golden Dairy Co. issues tickets during a particular period in the 
amount of |5,000, receiving cash in the same amount. The general 
entries required are: 

Cash 15,000 

Tickets Outstanding 15,000 

Assume, further, that during this same period the deliveries of mer- 
chandise on tickets, as supported by tickets collected and turned in 
by drivers, amount to |4,500, the following entries are required to 
summarize: 

Tickets Outstanding $4,500 

Sales . $4,500 

The amount of tickets taken up in a particular period might of 
course exceed issue of tickets in the same period. It should be noted 
that no regular customers’ ledger would be maintained in this case 
(although a record of issue of tickets to particular parties might be 
preserved). Instead the tickets are deemed to be transferable claims, 
redeemable on presentation by bearer. 

Advances by customers in the forai of partial payments on par- 
ticular orders should be credited to a type of liability account rather 
than to revenue, except perhaps where the merchandise is “laid by’’ 
or otherwise segregated or ear-marked for the account of the cus- 
tomer, in which case the sale may be considered to be closed and the 
balance due treated as an account receivable. Advances or deposits 
against which orders may later be placed by the customer making the 
advance should be completely excluded from current sales. Deposits 
made by customers to insure responsibility and financial standing, as 
sometimes required by utility companies, and which are subject to 
return upon termination of the relationship, are clearly liabilities, 
having no connection with the revenue account, although the amount 
of forfeited deposits may later be viewed as a special form of income 
or adjustment of expenses. 

Where transactions involving advances by customers on particular 
orders are numerous a regular routine for handling such sales should 
be developed. In the case of deposit sales in department stores, for 
example, the use of a special type of sales check, with detachable 
sections for each payment, has been found to be a useful feature in 
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securing control Further, if regular accounts are opened with cus- 
tomers making advances the use of a special ledger, with a distinct 
controlling account, is advisable. 

Interpretation of Advances., In certain Federal tax cases the fan- 
tastic theory has been adopted that advances by customers are real- 
ized revenues. The fact is that all such advances are clear-cut 
liabilities. When he deposits funds prior to the furnishing of goods 
or services the customer is in effect extending credit to the vendor 
and acquires an equity equal to the amount of the money advanced. 
Prior to performance as called for by the agreement the vendor stands 
in essentially a fiduciary relationship to the customer and the full 
amount received is subject to return if the goods or services are not 
furnished. Revenue arises as the vendor delivers the product; re- 
ceipt of cash in itself does not establish the existence of revenue. Per- 
sistent use of misleading language is partly responsible for the 
prevailing confused thinking about advances. For example, ad- 
vances represented by books of coupons or tickets are often referred 
to as "‘sales.” Actually nothing is sold at this point; the customer 
deposits money and a formal receipt is issued in the form of a book 
of tickets. 

Levying income taxes on customer advances is completely at odds 
with accounting and financial principles and applicable legal rules; 
nor is such action justified under the wording of the Internal Rev- 
enue Code. The inequity of such action can be made clear by a 
simple example. Assume that during the last day of the taxable 
year an automobile service concern receives $1,000 from customers 
and issues books of tickets to such customers calling for 1,000 grease 
jobs to be furnished during the next /ear. The Federal government 
now steps in and insists that the money received is income and as- 
sesses $400 in taxes. If this assessment holds the taxpayer now has 
only $600 left to purchase the materials and cover the other costs 
required in furnishing product to customers as agreed. And if for 
any reason the business was unable to continue, and provide the 
product called for by the outstanding tickets, there would be only 
$600 left of the customers' money to return to them; under this 
condition the government would have in effect seized $400 of a 
fiduciary fund which involved no trace of income to the taxpayer. 

The accounting for advances should follow a standard pattern, 
whatever the details of the transaction. When the advance is re- 
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ceived cash should be debited and the customer’s accoiiiit credited 
(and the use of such labels as “coupons outstanding” or “unearned 
magazine subscriptions” should not be permitted to obscure the fact 
that a liability to customers is being recognized). When product is 
delivered to customers who have made advances the customer is 
charged and sales credited, as in the case of any ordinary sale on 
account. The only difference in the over-all situation in the case of 
advances followed by delivery as compared with sale on account fol- 
lowed by collection is the order of the entries. 

Sales on Account. For many fields of business sales on account are 
the dominant type of revenue transaction. In manufacturing and 
wholesaling, in particular, the usual conditions of delivery make out- 
right cash sales impracticable, and even where notes or other credit 
instruments are employed the first stage of the transaction is often 
treated as a sale on account. Cash sales are common in retailing, as 
has been explained, but credit sales, usually on account, loom very 
large in a majority of retail lines. 

Credit sales give rise to a number of problems, none too Tvell con- 
trolled by many business concerns. Enforcing collection within a 
reasonable time is often difficult, notwithstanding the use of cash 
discounts and other devices to induce prompt payment; customers 
often expect special privileges with respect to returns and allowances; 
costs of recording and billing are considerable; use of additional 
working capital, usually without explicit interest, is involved; bad 
debts— accounts finally uncollectible— are often a serious item. In 
view of these conditions efforts have been made from time to time to 
encourage the use of trade acceptances and other forms of com- 
mercial paper as substitutes for the open account, but thus far these 
efforts have not met with marked success. It seems likely that the 
use of the account receivable on a large scale will persist, although 
it is to be hoped that methods may be developed which will minimize 
the objectionable practices which have arisen in connection with this 
form of credit. 

The sales invoice, supported by the customer’s order and the ship- 
ping and delivery records, furnishes the basis for the credit to rev- 
enue and the charge to the customer. Where the number of credit 
sales is not great the invoices may be recorded individually in a sales 
journal, and posting to customers’ accounts may be accomplished 
through this medium; with a large volume of such transactions, a 
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sLimmary of invoices for the day, week, or other period is the proper 
basis for the joiirnai entries, postings to customers' accounts being 
made from the invoices themselves. ' 

Handling Orders and Shipments. In many retail lines sales on 
account are made without the use of any formal order system. Cus- 
tomers present oral orders in person or by telephone, or use the or- 
dinary letter or other non-technical form of written communication. 
In some retail fields, on the other hand, and quite generally in whole- 
saling and manufacturing, the customer submits a signed order for 
the desired goods on a standard form and such order represents the 
basis on which the vendor proceeds. 

Following approval by the credit department (a matter of especial 
importance in the case of a new customer), a shipping order is pre- 
pared from the customer’s order. These are serially numbered and 
are made in duplicate, triplicate, or in larger number as required. 
The original usually serves as the authorization to the shipping de- 
partment; one copy, with the customer’s order, is placed in the 
unfilled order file; one copy, under some routines, is forwarded to the 
customer as an acknowledgment; another copy may be used as a basis 
for “costing” the shipment, and in preparing the necessary periodic 
entries in the controlling accounts covering cost of sales and mer- 
chandise or finished goods. When the order has been filled the origi- 
nal of the shipping order, or a designated copy, goes to the accounting 
department and furnishes a basis for preparing the invoice and bill- 
ing the customer. A copy of the invoice, as has been pointed out, is 
the medium which provides the entries in the customer’s account and 
in the sales journal, from which, in turn, are secured the periodic 
totals for the accounts receivable control and the sales accounts. As 
shipments are made the proper papers are transferred from the un- 
filled to the filled order file. Orders which are filled by a series of 
shipments, and orders which are altered or canceled prior to filling 
or after being partially filled, require special treatment. Systematic 
handling of the files is an important feature of the control of cus- 
tomers’ orders in process. Order files should be so arranged as to 
facilitate use by number, customer’s name, type of product ordered, 
and other significant features. 

Where the goods ordered are to be manufactured, instead of being 
taken from stock, a production or factory order or requisition is first 
issued, and if desired this form may be substituted for the shipping 
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order' throughout the procedure. The order should be approved by 
the credit department before release to the maiiufacturiiig depart- 
ment. ' The file of unfilled factory orders, evidently, furnishes essen- 
tial data in preparing the production schedule of the plant. When 
the articles ordered have been completed they are transferred to the 
shipping department for consignment to customer. The procedures 
of billing the customer, and accounting for receivables and sales, are 
substantially the same for production orders as for orders filled from 
stockroom or warehouse. 

In handling orders and shipments, and in billing customers, highly 
specialized forms are employed by particular companies, especially 
among the larger enterprises. In some cases, for example, shipping- 
order and invoice are combined and are typed simultaneously; an- 
other example is found in the use of a special copy of the shipping- 
order as the bill of lading. As in recording other phases of business 
activity, the forms and procedures adopted vary with the conditions 
and the needs of the management. 

Controlling Retail Charge Sales. In fields where formal witten 
orders are not regularly employed, as in department stores and nu- 
merous other retail lines, sales and deliveries of merchandise on 
account require special means of control, particularly with reference 
to authorization by the credit department. As a rule the customer 
desires to have the goods delivered either on the day they are ordered 
or on the following day, and under these circumstances prompt ac- 
tion by the credit office is required. One problem that arises, where 
orders are presented in person and the store has hundreds or perhaps 
even thousands of credit customers, is the recognition of the cus- 
tomer; and in this connection some companies provide their regular 
customers with metal name plates or other special means of identifi- 
cation. In many establishments charge sales up to a specified amount 
can be approved by particular sales people and section managers. 
Regular customers, further, may be permitted a certain “line of 
credit.'" To facilitate prompt communication with the central credit 
office, special technical devices such as tubes and electric authorizing 
systems are employed by some of the large stores. In general it is not 
considered good procedure to permit delivery of goods prior to credit 
approval. 

Customers’ Accounts—General Procedure. As pointed out earlier, 
the maintenance of a systematic account (or some form of record) 
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with each credit customer is an essential feature of any bookkeeping 
system, wdiatever may be the details of the forms and routines estab- 
lished. To such account is charged, in general, the amount of each 
invoice, and to it is credited the amount of each payment made by 
the customer. Where customers’ accounts are numerous, further, 
the desirability of using a controlling or summarizing account in the 
general ledger is universally acknowledged. The charges to the con- 
trolling account are usually posted in daily or other periodic totals 
from columnar sales records, and the credits are similarly secured 
from the receipts journal; the entries in the particular customer’s 
account, on the other hand, are often obtained from invoices and 
underlying remittance records. In enterprises where the number of 
sales to the individual credit customer is large, as in some retail lines, 
the amount of work involved in posting each charge to the customers’ 
ledger is considerable and it may be desirable to abridge this work 
by posting periodic aggregates taken from invoices or other records 
of specific sales which have been grouped by customers’ names. 
{Small stores often use files of sales slips in lieu of formal customers’ 
accounts.) Where monthly bills are issued regularly it may be ex- 
pedient to prepare such bill or statement of account directly from 
the invoices or sales reports (including any unpaid balance as shown 
by the ledger), the bill or statement then being used as the source of 
the charges to the particular customer’s sheet. Under machine meth- 
ods the statement to the customer and the sheet for the ledger are 
often prepared simultaneously, a procedure which insures a com- 
plete harmony of bills and accounts. 

For many concerns the standard ledger sheet of two main vertical 
sections remains a highly satisfactory form for the individual cus- 
tomer’s account. Often a column for balances is added, as in the 
example on page 171. The forms, of course, must be varied to suit 
the conditions and needs of the particular business. Occasionally a 
form in which the account unit is the extended horizontal line (the 
'‘progressive” ledger, as it is sometimes called) can be employed to 
advantage. In general bound volumes are less satisfactory than 
loose-leaf or card systems, in binders or files, as such systems facilitate 
classification and handling. Where charge accounts are numerous 
the visible card file may be a convenience. The use of bookkeeping 
machines, which are rapidly supplanting pen-and-ink methods of 
handling customers’ accounts in the larger concerns, noticeably in- 
fluences the form of ledger sheet employed. 
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Careful classification or subdivision of customers' accounts for 
bookkeeping purposes is needed where such accounts are numerous. 
Among the common bases of classification are location or territory, 
terms or methods of settlement, trade groups, salesmen or selling 
departments, collectibility, and activity. Within each main group 
the sheets are usually arranged alphabetically by names of customers. 

The customers’ ledger must be compared and reconciled periodic 
caliy with the corresponding controlling account in the general 
ledger. In this connection, as pointed out in Chapter IX, credit 
balances in particular customers’ accounts should be separately listed 
and should not be deducted, for statement purposes, from the total 
of accounts with debit balances. Where deposits and advances by 
customers are numerous it may be advisable to establish a special file 
of such accounts, controlled by “customers’ advances and deposits” 
in the general ledger. 

Machine Methods of Posting and Billing. Use of bookkeeping 
machines and related procedures in posting and billing operations 
has become so widespread as to deserve further attention at this 
point. Such machines, in general, perform two functions: (1) record- 
ing the necessary amounts and other data; (2) performing the arith- 
metical calculations and proving the accuracy of the same. The 
bank statement of the depositor’s account (an account payable from 
the standpoint of the bank) is a familiar example of machine record- 
ing. As applied to customers’ accounts operation of the typical 
machine consists essentially of “picking up” the old balance, if any, 
adding the charges, subtracting the credits, and recording the new 
balance. Concurrently with the writing of the permanent records 
the arithmetical accuracy of the work is demonstrated by means of 
the tally roll or other form of written proof. Many of the forms used 
include a proof column in which are rewritten the previous balances, 
the total of which should agree with the total of old balances as first 
picked up. Under some procedures provision is made for the isola- 
tion of past-due balances and separate compilation of returns and 
other special classes of data. There is of course marked variation in 
mechanical and other features among the numerous installations 
found in business offices. 

Machine methods require careful preparation of the %vork and sys- 
tematic and specialized procedure throughout the operation. The 
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invoices^ receipt slips, credit memoranda, or other media to be 
recorded must be sorted by names of individual accounts and ar- 
ranged in proper order for posting, usually alphabetically. In some 
procedures a total is taken of each class of material to be posted, as an 
additional check in proving the accuracy of the work. If feasible the 
accounts in a ledger or file to be affected by a particular run of post- 
ing should be indicated in advance by the use of “markers," by 
“offsetting" (arranging account sheets so that those to be used project 
beyond the regular line), or by “stuffing" the ledger (placing the 
media to be posted in the binder or file in a projecting position in 
front of the accounts affected). Dividing the ledger accounts into 
sections or “blocks" handled by particular operators is helpful in 
laying out the work, and facilitates general control and correction of 
errors. The various forms and sheets employed must of course be 
conveniently available to those operating the recording mechanisms. 
As each run of work is completed the proofs must be examined and 
if no errors are disclosed the work may be approved and passed. A 
control sheet, showing the details of each day's proof as recorded by 
the machines, is a desirable feature. In large organizations respon- 
sible supervisors are in charge of the entire procedure. 

Reference was made earlier to the procedure under which cus- 
tomer's statement and ledger sheet (if a distinct sheet is employed for 
this purpose), together with any necessary copies and proof sheet, 
are written simultaneously. This is sometimes referred to as the 
“unit" or “detail" system and is wudely employed. This plan tends 
to keep the work of posting up-to-date, and insures precise cor- 
respondence of ledger accounts and statements forwarded to cus- 
tomers. The principal alternative system, in use in some stores and 
other enterprises, is the so-called “dual" plan. Under this pro- 
cedure billing and posting are distinct operations; the billers pre- 
pare the statements on billing machines and the posters post the 
ledger sheets on the posting machines. In employing the dual plan 
it is desirable to arrange the media to be recorded into definite units 
of work which are handled successively by billers and posters. If this 
is done the tally roll of the billing machine covering a particular 
batch of vouchers— and showing totals of old balances picked up, 
items billed, and new balances, respectively— can be compared with 
the tally roll from the posting machine covering the same media. If 
the two roils agree, the general accuracy of the recording is demon- 
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strated and the work may be passed as completed; if discrepancies 
appear, the person doing the checking locates the errors (usually 
readily accomplished by comparison of the tally strips) and has them 
corrected before approving the unit of work involved. 

Mention has also been made of the procedure which involves writ- 
ing the shipping order and invoice simultaneously. This system saves 
the labor of separate writing and checking of invoices and insures 
agreement of invoice and order. However, if there are many ship- 
ments on one order, or if the precise terms are not available when the 
order is prepared, it may not be practicable to adopt this plan. In 
some cases order and bill are written together, the bill being priced 
and extended at a later date. 

Approval and Trial Sales. The consignment or delivery of goods to 
the customer with the definite understanding that they may be re- 
turned or retained as the customer pleases is an approval sale. In 
this type of transaction recognition of revenue should not be predi- 
cated upon consignment or delivery but should await acceptance 
by the customer. The initial transaction is tentative; there is no 
assurance that a sale has actually been effected. Further, in the 
typical approval sale the merchandise involved, until accepted by 
the customer, remains the property of the vendor and should be in- 
cluded in his inventory. 

Nevertheless it is desirable to establish a definite procedure for 
approval sales, and it may even be expedient to set up memorandum 
customers’ accounts covering goods out on approval, particularly in 
view of the light such accounts may throw on the habits of particular 
customers. A simple example will serve to illustrate the general 
procedure. Assume that a publishing company ships a set of books 
to a customer on approval. According to the understanding the 
customer has the privilege of ‘'free examination for ten days,” at the 
end of which time he must either return the set in good condition or 
pay the regular selling price of $100. Upon consignment the follow- 
ing memorandum entries are in order: 

Customer $100 

Approval Sales $100 

These entries are self-balancing memorandum data, and would not 
be incorporated in the regular statements if such were prepared at 
this point (although they might be included in a supplementary re- 
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port). Assuming that the customer keeps the set and sends his check 
for the required amount the following entries are in order on the 
vendors books: 


Cash 

Customer 

( 1 ) 

. . . $100 

$100 

Approval Sales . 

Sales 

( 2 ) 

... 100 

100 


Or, the arrangement of entries may be: (1) reversing original memo 
entries; (2) recording a cash sale. If the sale were on a credit basis™ 
that is, if the buyer were allowed a period of, say, thirty days follow- 
ing acceptance in which to make payment— the entries upon con- 
signment would be as given above. Then, upon acceptance, the 
memorandum sales account would be charged and sales credited, 
and receipt of the customer's remittance would be handled like any 
other collection on account. If the customer returns the goods the 
memorandum entries must be reversed. In this case the question 
also arises of the proper treatment of transportation charges, and 
shrinkage in value of merchandise, if any. 

Where several articles are delivered to the customer with the 
understanding that one or all may be rejected and it is not at all 
probable that the entire lot will be retained, it is undesirable to set 
up any formal accounting entries until the customer has made a 
selection. 

In handling approval sales on account delivered locally, as in the 
case of department stores, two types of sales checks or invoices are 
sometimes used. In the first place a memorandum check is prepared 
covering the goods delivered on approval, and showing the numbers 
of the special tags which have been attached to the goods. One copy 
of this invoice is furnished to the customer, one copy serves as a 
delivery record, another copy is the department's record, and one 
copy is retained in the office until the merchandise is accepted or 
returned. When acceptance is reported a regular sales invoice is 
prepared and the procedure from that point is the same as in the 
case of the ordinary charge sale. If the goods are rejected by the 
customer an itemized receipt of merchandise returned is prepared, 
one copy of which goes to the customer and another copy, when 
signed by the proper department officer as an acknowledgment that 



324 


ESSENTIAIS OF ACCOUNTING 


the goods have been returned to stock, is the basis on which the ac- 
counting office closes out the corresponding memorandum invoice. 
The file of open memorandum charges thus shows at all times the 
amount of goods out on approval. 

Where goods are shipped subject to trial, loss of value in connec- 
tion with returns is often a serious matter, especially in cases where 
the customer actually consumes a part of the shipment or wffiere the 
trial period is long and depreciation is a factor. Isolation of the 
losses and special expenses arising in these situations, as far as pos- 
sible on a departmental basis, is desirable. 

Accrued Receivables and Income. Book accounts occasionally bear 
interest and where this is the case the interest charges should be 
regularly accrued. The first step is to go through the ledger calcu- 
lating and posting the interest account by account in accordance 
with the agreements in effect. A summary of these charges is then 
prepared and this forms the basis for the charge to the controlling 
account and the credit to interest revenue. A special account may 
be used to receive the charge, rather than the regular controlling 
account for the customers’ ledger, and in that event such supple- 
mentary account must be used in any reconciliation. 

Notes, bonds, mortgages, land contracts, annuities, and other forms 
of contractual securities and instruments usually caiTy interest, im- 
plicitly if not explicitly, and systematic recognition of this factor is 
required on the books of all parties involved. Interest may also 
accrue on bank savings accounts and special funds. From the stand- 
point of the creditors’ accounts the proper treatment in general con- 
forms to that just explained for interest on book accounts. That is, 
at regular intervals interest is accrued in terms of the conditions of 
the contract, and the amount is charged to an appropriate receivable 
account and ci'edited to revenue. Collections of interest are then 
credited to the accrued receivable and charged to cash. 

Rentals receivable are sometimes referred to as accrued receivables, 
and in view of the fact that rents commonly accrue by contract on a 
clear-cut time basis this usage is not inappropriate. At the same 
time rents accrued are very similar to ordinary customers’ accounts. 
The owner of the leased building, for example, is in effect selling 
the use of the building, occupancy, and if the agreement permits the 
tenant to pay monthly, for example, the owner is extending credit 
to his customer, and thus is ^'selling” on account. In the case of 
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apartment houses and other enterprises having numerous tenants 
special ledgers, controlled by appropriate general-ledger accounts, 
should be maintained, and should be systematically charged, account 
by account, with accruing rents, the concurrent credit being to rent 
revenue. In many cases, it should be added, tenants are expected to 
pay regularly in advance. 

Dividends on stocks owned are usually not considered to be re- 
ceivable until the board of directors of the corporation whose stock 
is owned appropriates or “declares’’ the dividend by official action. 

1 In rare cases the assurance of regular declaration and payment may 
be so complete as to justify accrual on a time basis, as in the case of 
interest.) To illustrate the general entries assume that the M Co. 
owns 100 shares of R Co. stock and that a dividend of |5 per share 
has been declared, payable at a specified date in the near future. 
Under these conditions the M Co. is justified in recognizing the ac- 
crued receivable and revenue on its books, and such recognition 
would be especially important if the regular accounting period of 
the holder terminated between date of declaration and payment. 


The appropriate entries are: 

Dividends Receivable (a more specific title if desired) . . . $500 

Dividend Revenue $500 

When the dividend check is received the entries required are: 

Cash . 1500 

Dividends Receivable . . $500 


Commissions, fees, royalties, etc. likewise accrue, and wherever 
such special receivables and earnings arise they should be system- 
atically accounted for in terms of the agreements in effect. As in the 
case of other types of accruals, highly specialized types of records may 
be employed in recording and controlling such items of income. 

Special Types of Receivables. The emphasis in this chapter has been 
upon receivables originating through credit sales, or through furnish- 
ing services on a time basis. At this point mention should be made 
of a number of special classes of receivables arising in business 
operation. 

One common type of receivable is the advance or loan to affiliated 
companies. Such receivables may or may not be represented by 
notes and in some cases run for considerable periods. Accommoda- 
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tion loans to officers and other employees are a second example, and 
sometimes represent a rather dubious asset. Balances due from 
creditors, on account of purchase returns, allowances, or other ad- 
justments, furnish another example. Prepayments to creditors on 
account of consignments received or as advances on purchases repre- 
sent still another case. Employees' drawing accounts and advances 
on royalty contracts are a closely related type of receivable. 

Regular prepayments on account of operating costs such as taxes, 
insurance, commissions, rent, etc. constitute a type of receivable, in 
the broad sense. As has been pointed out, however, such “receiv- 
ables" are collectible in services rather than in cash and hence are 
usually viewed as outside the territory of accounts receivable, 
proper. 

Deposits to insure good faith and responsibility, or to secure spe- 
cific performance, and which are later returnable, represent a type of 
receivable on the books of the depositor. Such deposits are often 
required of contractors in making bids, of sales agents, of branch 
managers and other employees, and of parties acting in a fiduciary 
capacity (although the filing of a surety bond is more common here). 
Where the deposit is subject to forfeit under certain conditions the 
asset is somewhat contingent in character, but in general this would 
not justify its treatment as a loss or expense. If conditions are such 
that the deposit is likely to prove permanent, or not to be returned 
for a very long period, and in the meantime will draw no interest, 
there is some question as to its significance as an asset, even if the 
relationship in connection with which the deposit originated is be- 
ing satisfactorily maintained. Even in this case, on the other hand, 
the deposit may be construed as a continuing asset provided it makes 
possible a condition of value to the depositor, obtainable in no other 
or more economical manner. 

Some receivables are so highly contingent as to render definite 
recognition on the books of doubtful propriety. Examples are 
claims in litigation, rights under guaranties, conditional commissions 
and fees, prospective gifts, and claims for tax refunds which may or 
may not be approved. On the other hand, reasonable claims against 
merchandise creditors for allowances, claims against common car- 
riers for damage to goods in transit, and claims against insurance 
companies for losses suffered which are covered by insurance con- 
tracts are examples of receivables which may be sufficiently definite 
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and legitimate to deserve recognition. Decision as to proper treat- 
ment of such accounts should depend upon the circumstances of each 
case. 

Handling Pledged Accounts. While ordinary book accounts usu- 
ally have no established market or liquidation value accounts are 
sometimes pledged or assigned as security for loans and advances. 
In such cases it is desirable to segregate all accounts afiEected and 
establish a special control account. Collections on such accounts, if 
made by the assignor, must also be segregated and the funds received 
remitted to the assignee. Where collections are in the hands of the 
assignee the entries on the books of the pledging company are based 
on reports of such collections. 

The amount of ail pledged accounts should be indicated in the 
borrower’s statement either by the use of a separate heading or by 
means of a footnote or comment. Some accountants advise showing 
the balance due to the assignee as a contra to the outstanding amount 
of pledged accounts; the alternative—and generally preferable— pro- 
cedure is to treat such balance as a liability under appropriate title. 

Control and Analysis of Receivables. The first step in the control of 
receivables is the development of effective procedure in granting 
credit. In large concerns a credit manager is in charge of this work 
and the customer's order or application is approved or rejected on 
his authority; and even in small concerns systematic handling of 
credits, with final decision in the hands of some one responsible party, 
is usually desirable. Among the factors to be considered in extend- 
ing credit are general reputation and standing of applicant, previous 
experience— if any— with applicant, character of applicant’s business, 
rating by recognized credit bureaus and agencies, reports from banks, 
and financial position and earning power as shown by analysis of 
applicant’s periodic statements. Where investigation shows the ap- 
plicant to be a satisfactory risk the setting of a credit limit is ad- 
visable, as this permits orders to be filled within the maximum line 
of credit established without further attention from the credit de- 
partment. A credit file, with all pertinent data, should be main- 
tained for each customer, and such file should be kept up-to-date, to 
facilitate the necessary periodic scrutiny of the customer’s credit 
standing. 

Controlling collections is a second essential step in handling re- 
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ceivables. Collections should be pushed vigorously, particularly in 
the case of slow accounts, although care must be taken to avoid im. 
necessary annoyance of customer. Reasonable insistence on com- 
pliance with credit limits and terms of sale is desirable. Prompt 
billing and rebiiling is to be recommended, and urgent foliow-uph 
may be helpful in some cases. It is generally agreed that coliection 
agencies and legal processes shoiiid be resorted to only in extreme 
cases. In developing proper collection procedure complete coopera 
tion between the accounting department and the credit departmeni 
must be effected. Under one plan copies of all invoices are for- 
warded to the credit department where they are filed by payment 
dates and are followed up promptly when comparison of invoices 
due and reports of collections discloses delinquencies. 

Classification of accounts by age is a useful tool in isolating over- 
due accounts for further study and attention. A significant ratio is 
the percentage of bad debts (and its complement, percentage of col- 
lections). The turnover of accounts receivable may be calculated 
by finding the percentage of the total credit sales for the period to 
the average balance of book accounts. For example, if the credit 
sales for the month total 1 100,000 and the average daily balance is 
|125,000 the monthly turnover is evidently 80%. This calculation 
throws light on the question of the degree to which the normal term 
of credit is being observed. If, for example, invoices are regularly 
due in thirty days the monthly turnover rate should approximate 
one and a rate of less than one indicates that customers on the aver- 
age are not living up to the stated terms. Closely related to turn- 
over is the number of average day’s credit sales in receivables out- 
standing at a certain time or in the average balance for the particular 
period. If, for example, the average daily amount of credit sales for 
one month is |2,000 and the average daily balance of receivables for 
the same period is $100,000, the number of days’ sales represented in 
the average balance is 50. 

The costs of extending credit by the open account method-record- 
ing, billing, etc.-~are undoubtedly substantial in many lines and 
studies should be made from time to time for the purpose of measur- 
ing this cost. In addition consideration must be given to the fact 
that carrying receivables requires the use of a considerable amount 
of working capital, and an implicit cost in the form of the normal 
earning power of such capital. It may well be that selling prices on 
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a credit basis are sufficiently high to cover all these factors, but in 
any event the problem deserves careful attention, particularly in 
connection with contemplated changes in credit policies. 

Sales Budgets. The revenue budget-the systematic estimate of sales 
(and other revenue) for the coming period— is the central element in 
the formulation of any general business budget, as all other activities 
must in large degree be gauged by the sales program and properly 
coordinated with this program. At the same time the sales budget 
cannot ignore the available facilities for production and the fact that 
many types of costs will vary with output although not always in 
proportion. In planning the amount and distribution of sales 
throughout the year, accordingly, the aim should be to minimize 
seasonal and other fluctuations and to utilize all of the resources of 
the organization in the most effective possible manner. 

Forecasts of sales must be based primarily on the data of past ex- 
perience, tinctured wdth the immediate hopes of the management, 
and carefully considered in the light of all available information as 
to the state and ti'end of the particular industry and business in 
general. In some of the more stable lines reliable estimates can be 
readily made for periods ranging from one month to a year or even 
more. In other fields estimates extending beyond the immediate fu- 
ture, and the scope of orders in hand, are little more than guesses. 

The preparation of a significant sales budget is facilitated if the 
statistics of past sales are available classified by periods, departments, 
types of product, territories, selling methods, kinds of customers, etc. 
All data should be available in number of units or volume as well as 
dollars. When drawn up in final form the sales budget appears as a 
more or less detailed schedule of estimates, usually presented in terms 
of a comparison with the corresponding items as realized in the im- 
mediately preceding period. 

Sales Analyses and Reports. Aside from budget preparation, classi- 
fied sales information is essential in the day-to-day administration of 
the selling and producing departments and of the business as a whole. 
The general manager and chief executive, the sales manager, and the 
production or “works” manager— all are vitally interested in the ebb 
and flow of the volume of revenue and the composition of such 
volume in all significant aspects. Sales must be classified by depart- 
ments, branches, and types of product as the first step in the assign- 
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nient of operating charges and the determination of operating re- 
sults. Further distribution by territories, types of selling effort, 
salesmen, selling terms, and other criteria are evidentiy essential to 
the development of effective sales administration and marketing 
policy. 

Sales classification in the ledger accounts is usually limited to dis- 
tribution by principal departments and principal types of product, 
further division being accomplished by supplementary statistical 
analysis and reporting. In this connection mechanical calculating 
and sorting equipment has been found to be of great assistance. By 
using suitable cards and machines customers' orders, shipments, re- 
turns, etc. can be analyzed from almost any desired point of view. 

The principal sales ratios are the percentage of total operating ex- 
penses (or of a particular operating charge or group of charges) to 
sales, and the complementary percentage, net operating income to 
sales. The relation of average inventory to sales (sometimes labeled 
the ‘"stock-turn") is a somewhat less significant ratio used in develop- 
ing standards of operation in some retail lines. Many other special 
calculations are of course made use of in particular circumstances. 
It may be desired, for example, to find the percentage of returns, dis- 
counts, or allowances to total or departmental sales figures, to ascer- 
tain comparative sales performance by departments or other line of 
division, to measure periodic fluctuations in volume of orders or ship- 
ments, and so on. 

Periodic sales reports, in form suited to the needs of the particu- 
lar concern, are essential to proper administration of sales and pro- 
duction. Reports are regularly required from managers of branches 
and other special selling agencies and by regular sales departments. 
Such reports usually show classified sales by physical volume and by 
dollars, in comparative form, and may include data with respect to 
collections, expenses, orders, etc. Reports of this type are often pre- 
sented daily and weekly, as well as in terms of longer periods. An- 
other class of sales reports are those submitted by individual sales- 
men, showing list of calls, orders taken, new accounts opened, and 
other routine information. 

Data of orders and sales are often compiled in the main office over 
a considerable period in terms of particular salesmen, territories, 
customers, etc. and from such compilations special reports can be 
readily prepared as required by the management. 
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Verifying Receivables and Revenues. The first phase of the audit of 
receivables, as in the case of other types of accounts, is the develop* 
ment of procedures which will insure continuous integrity and ac- 
curacy in the day-to-day handling of transactions with customers. 
The established routine and system of internal check in effect should 
provide for regular checking of charges to accounts receivable against 
the data of orders and invoices, and other original evidences, with 
careful attention to terms, extensions, special deductions, and other 
details, and should include features designed to prevent unauthorized 
deliveries of goods and omission of entries in the case of shipments 
properly made. The system should also provide for full verification 
and control of collections, with special safeguards in the case of re- 
turns and claims for allowances and rebates. The important general 
aspects of any scheme of internal audit— a definite prescribed pro- 
gram, with responsibility focused at critical points— should be 
emphasized. 

As pointed out in an earlier chapter, the handling of customers’ 
accounts should include frequent comparison and reconciliation of 
subsidiary ledgers and controlling accounts. 

The verification of sales by proper internal procedure and periodic 
audit is merely another phase of the general problem of effective 
handling of transactions with customers, and the principal points 
involved have already been covered. The audit of sales, of course, 
includes more territory than the audit of receivables, as sales result 
from cash as well as credit transactions. Sales verification, further, 
has a close relation in some lines to the mechanism of inventory 
valuation and control. 

Returns and allowances and all other types of sales adjustments 
must be investigated. Sales of capital assets should be excluded 
from regular sales totals. Particularly in the case of the periodic 
examination the auditor should see to it that all transactions near 
the close of the period have been properly entered and that no sales 
of the following period are included. 

In some situations the general validity of recorded sales figures 
may be tested by a comparison of the relation of merchandise cost of 
sales to sales, or of total operating expenses to sales, by departments 
and by periods. In fact there have been numerous cases in which the 
initial indication of irregularity and fraud has been discovered 
through the use of such calculations. 
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Revenues other than- sales, such as interest, dividends, royalties, 
etc., must be audited primarily in terms of the underlying contracts, 
special reports and statements, and the records of cash. 

Questions 

1. Why are revenue transactions of particular importance to business manage- 
ment and to the accountant? 

2. What are the two main requirements of revenue recognition? Discuss the 
three principal steps involved in typical transactions with customers in the light of 
these requirements. Compare the merchandising and service fields in this con- 
nection. 

3. “There is some basis for the view that the earnings of the enterprise accrue 
in terms of the entire process of economic production instead of emerging, in total, 
upon the specific occasion of sale and delivery.” Explain. 

4. How should the amount of revenue — the “volume of business” — be measured 
in the case of a concern engaged in buying and selling municipal bonds, for example? 

5. What is meant by “capital gains” and “capital losses”? How is the amount 
of such a gain or loss to be measured in the case of an exchange? 

6. Define the sale. What is its legal basis? What physical act is usually identi- 
fied with the sale? 

7. Giving examples, contrast bailment and sale. 

8. Distinguish between internal transfers and actual sales. 

9. Discuss the problem of controlling and recording cash sales. 

10. What is meant by G.O.D. sales? Outline a method of procedure for such 
sales. 

11. Illustrate and explain the preferred treatment for paid orders. Do the same 
for other forms of advances and deposits by customers. 

12. Indicate some of the special problems which arise in dealing with sales on 
account. What is the underlying document in connection with such sales? 

13. Outline a typical procedure for handling written customers’ orders and ship- 
ment on account. 

14. Discuss the handling of customers’ accounts from the standpoint of ledger 
forms and procedure. What are some of the bases for classifying customers’ 
accounts? 

15. Outline the principal features of machine methods of posting receivables and 
billing customers. What is meant by the “unit” and “dual” plans in this connec- 

,tion?'".." ' 

16. When should revenue be recognized in the case of approval or trial sales? 
Cali attention to the special problems involved. 

17. Give several illustrations of accrued receivables. In what sense is unexpired 
insurance a “receivable”? How should deposits to insure responsibility be accounted 
for? 

18. Discuss the treatment of pledged accounts. 

19. What are the two main phases of the control of customer credit? With an 
illustration show what is meant by “turnover” of accounts receivable. 

20. What is the nature of a sales budget? Indicate its importance. State some 
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rntoestT”°“ management may be 

21. Outline a system of internal check and periodic audit covering revenues and 

receivables for a department store. A chain of gasoline stations. 
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Interpretation of Sales Discounts. Discounts offered to customers 
should not be interpreted as either losses or expense charges. To 
hold that such items are losses denies the fact that they are freely 
offered with the expectation and hope that they will be accepted; to 
treat discounts as expenses assumes that additional charges are in- 
volved in the case of sales to customers making prompt payment as 
compared with sales represented by slow accounts, an obviously un- 
reasonable position. The proper interpretation views regular dis- 
counts offered to induce prompt payment as offsets to nominal sales 
figures. The true, effective price is the net figure and if the gross 
price is recorded as a result of bill-writing and bookkeeping tradition 
the amount of discount concurrently or subsequently isolated must 
be treated as a deduction from gross sales. 

The effect upon final income figures, it is true, is not changed by 
interpreting discounts as a contra to gross sales rather than as a loss 
or as a cost of revenue. Nevertheless the point is of importance in 
effecting proper departmental distributions and in presenting a gen- 
eral income statement with sound internal arrangement as well as a 
correct concluding figure. Discount rates may vary between depart- 
ments or branches and the amount applicable to a particular division 
may be considerable. Under such circumstances the treatment of 
regular discounts to credit customers as a financial expense or loss 
applicable to the business as a w^hole will result in distorting com- 
parative departmental data. 

Assuming proper departmental distribution, sales discounts should 
either be excluded entirely from the general income statement--by 
beginning with the net sales figure— or should be set up as an offset to 
gross sales, thus: 
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Gross Sales $1,000,000 

Less Sales Discounts Applicable 30,000 

Net Sales $ 970,000 


In some cases the selling terms are complex in that they involve 
more than one discount rate and more than one discount period. 
For example, on a particular sale or class o£ sales the customer may 
be allowed a discount rate of 3% of gross if payment is made within 
ten days of date of invoice, 2% if payment is made within fifteen 
days, 1 % if payment is made in twenty days, the full amount of the 
invoice being due in thirty days from date thereof. In the offering 
of “chain’’ discounts— a series of discounts deductible successively 
from, first, gross list price and then from each succeeding net amount 
—is found another example of complex credit terms (usually re* 
stricted to trade discounts). In such situations the amount of the 
effective net price may in general be defined as the lowest of the 
leveral prices offered. 

Sales Discounts— Principal Procedures. It is common procedure,, 
especially in small enterprises, to charge the customer and credit 
sales with the gross amount of the invoice, with no isolation— at the 
time of sale— of the special factor of discount offered for prompt pay- 
ment. When the bill is collected within the discount period the 
customer is credited with the gross amount and sales discount is 
charged with the difference between the cash collected and the gross 
amount of the bill. If the customer neglects the discount and later 
pays the gross amount the customer’s account is credited and cash 
charged, the amount of lapsed discount being buried in these entries. 
As a rule no adjustment is made for outstanding discounts at the end 
of the period, although such adjustment is not precluded under this 
general procedure. 

The use of net prices throughout represents the principal alterna- 
tive procedure, and is a simple and satisfactory method of treatment. 
If the customer is charged and sales credited with the net amount of 
the invoice no special account or adjustment is required for all cases 
in which discounts are taken. Where the discount is neglected the 
amount of the discount must be recognized as a special revenue— a 
revenue which may be viewed as offsetting in part the additional 
costs incurred in handling slow accounts and the losses arising from 
failure to collect. This procedure has the advantage of isolating and 
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emphasizing the special cases of lapsed or neglected discounts rather 
than the routine situations where discounts are taken in due course. 

Recording Discounts— Gross-Price Method. The credit sales of the 
M Co., during the first year of operation, total 1 100,000, gross, and 
198,000, net. Collections from credit customers, on a net basis, total 
178,400, net (gross amount of invoices, |80,000). Collections from 
customers who have allowed available discounts to lapse total $2,000, 
the discounts included amounting to $40. At the close of the period 
unpaid accounts on which discount privileges have expired amount 
to $2,500, the lapsed discounts thereon being $50. The unpaid ac- 
counts on which discounts are still available total $15,500, gross, and 
$15,190, net. In condensed form the entries covering this situation 
are: 

( 1 ) 

Accounts Receivable. ......... 1100,000 

Sales — Gross $100,000 

( 2 ) 

Cash 

Sales — Discounts 

Accounts Receivable .... 

An adjustment should be made at the end of the period to cover 
outstanding discounts w^hich have not lapsed and which will pre- 
sumably be taken. Assuming that of the $310 of such discounts out- 
standing the amount of $290 will be taken the following entries are 
appropriate: 


Sales — Discounts . . . . $290 

Accounts Receivable — Allowance for Outstanding Discounts $290 


The adjusted revenue for the period now stands at $98,110 (gross 
sales, $100,000, less sales discounts taken and accrued of $1,890). 

The amount of the special allowance should be treated as a contra 
to the face of the unpaid accounts. In the next period, as the ac- 
counts with which these discounts are associated are coliected, the 
discounts taken should be charged to the allowance account rather 
than to sales discounts. Discounts taken on accounts originating in 
the next period, on the other hand, should be charged to sales dis- 
counts as before. If the special allowance for outstanding discounts 
proves to be excessive any free balance therein after all old accounts 


80,400 

1,600 

82,000 
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have been collected or have run beyond the discount dates becomes, 
technically, a credit adjustment of the income of the preceding pe- 
riod; similarly if the allowance proves to be too small the excess of 
discounts taken on accounts originating in the preceding period over 
the allowance provided constitutes a debit adjustment. (In general, 
as has been pointed out elsewhere, corrections of earlier income de- 
terminations should be reported in the income statement of the year 
of correction, appropriately described, rather than being handled as 
direct charges or credits to retained earnings.) It would be satis- 
factory, in most cases, to charge all discounts in the second period as 
taken to the allowance account until the balance therein were ex- 
hausted, the sales discount account being used to absorb all charges 
for discounts taken from this point on to the end of the period. As 
an alternative, the adjusting entries might be reversed at the begin- 
ning of the following period and all collections recorded in the regu- 
lar manner. 

Throughout this procedure, provision for isolating neglected dis- 
counts is lacking. It would of course be possible to segregate dis- 
counts collected by a charge to sales and a credit to a special account, 
and similar entries xnight also be made to cover the estimated amount 
of discounts offered during the period that will be collected after the 
end of the period. If the possibility of bad debts is ignored in the 
example the estimated amount of discount applicable to current 
sales that will be collected is $70 (the uncollected discount already 
lapsed of $50 plus the $20 of discount still available that it is esti- 
mated will be allowed to lapse). 

Recording Discounts— Net-Price Method. With net prices used the 
entries for the example given above are: 


Accounts Receivable . 

Sales— Net 

(1) 

. . , $98,000 

$98,000 

Accounts Receivable . 

Lapsed Sales Discounts. 

(2) 

... 40 

40 

Gash . 

Accounts Receivable . . 

(3) 

. . . 80,400 

80,400 

Accounts Receivable . . . 

Lapsed Sales Discounts. . 


... 50 

50 
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In these entries it is assumed that all lapsed discounts are regularly 
charged to the accounts of the customers affected. The total amount 
of revenue recognized now stands at |98,090, as compared with 
$98,110 under the gross-price method outlined above. The differ- 
ence of $20 is the estimated amount of outstanding discounts that 
customers will allow to lapse. It would be possible to accrue this 
amount under the net-price approach by charging receivables and 
crediting the special revenue account. However, since the accounts 
of particular customers cannot be charged at this time it would be 
necessary to exclude the debit entry from the regular control ac- 
count; Accounts Receivable— Estimated Discounts to be Lapsed 
would be an appropriate title. 

Collection of accounts on which discounts have been allowed to 
lapse is often uncertain, and this means that an accrued revenue 
supported by forfeited discounts is not very dependable. However, 
this point can be taken care of by making adequate adjustment for 
bad debts. 


Discounts on Prepayments. Special discounts are sometimes allowed 
to customers who make substantial payments in advance, either in 
the form of lower net prices or the delivery of a larger quantity of 
goods at regular prices. An example of the latter practice is found 
where coupon books, redeemable in merchandise at regular prices, 
are issued at a discount. The M Co., for example, offers its patrons 
coupons in blocks of $20, face value, at $19 per book. In a particular 
period one hundred such books are issued, the amount of cash re- 
ceived being $1,900. During the same period coupons are presented 
by customers, aggregating $1,500, face, and $1,425, net, and mer- 
chandise is delivered thereon at regular prices. Assuming that it is 
desired to record both gross and net prices the following entries are 
suitable: 


( 1 ) 

Cash . $1,900 

Coupon Books Outstanding— Discount .... , . 100 

Coupon Books Outstanding^ — ^Face . . . . . . $2,000 

To record issue of books 

m ■ 

Coupon Books Outstanding-— Face . ... , . . 1,500 

Sales — Gross. . . 1,500 

To record deliveries at gross 
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(3) 

Sales — Discounts 75 

Coupon Books Outstanding — ^Discount 75 

To recognize discounts applicable to current sales 


The balance of the coupon discount account is at all times an offset 
to the coupon liability account shown at face, the actual liability 
being the net amount. 

The situation can be recorded throughout at net prices, as follows: 


( 1 ) 

Gash SI, 900 

Coupon Books Outstanding-Net $1,900 

( 2 ) 

Coupon Books Outstanding — Net . . . . . , . 1,425 

Sales— Net 1,425 


The first procedure, although somewhat more complex with re- 
spect to generahiedger entries, has the advantage of presenting figures 
which are directly comparable with the face amounts of coupons out- 
standing and collected which are compiled in the process of auditing. 
It also serves to isolate the discount element. 

Sales Allowances. Special allowances and rebates to customers arise 
under a variety of conditions. Delay in filling order, inaccurate fill- 
ing of order, improper packing and damage in transit, sharp price 
changes, and dissatisfaction of customer with the merchandise are 
examples of conditions which may give rise to claims on the part of 
the customer and the granting of an allowance by the vendor. In so 
far as allowances are made as a matter of general policy, and more or 
less without regard to the validity of the claims, they represent ad- 
justments of the gross volume of revenue as originally recorded (al- 
though the charge may be lodged in the first instance in a special 
account), and are to be viewed as a rule as applicable to the business, 
as a whole rather than as assignable to the activities of particular 
departments. On the other hand allowances resulting from blunders 
in manufacturing or handling, or other errors and mistakes on the 
part of the vendor’s organization, are akin to losses in so far as they 
reflect a failure to recoup costs incurred which might have been re- 
covered under more favorable circumstances. Allowances of this 
type, moreover, are often assignable in large part to particular de- 
partments and phases of operation. 

To illustrate, assume that the M Co. makes a sale to the R Co. 
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amouotiiig to $1,000. The entries on the vendor’s books at the time 
o£ shipment are: 


Accounts Receivable (also R Go.) $1,000 

Sales $1,000 


Later the R Co. makes a claim of $100 for breakage in transit due to 
faulty packing. The claim is investigated and found to be valid and 
is allowed by the M Co. A credit memorandum for $100 is prepared 
and forwarded to the R Co., and the following entries (based on a 
copy of the memorandum) are made by the M Co.: 

Sales Allowances (or some more specific departmentalized 


account) $100 

Accounts Receivable (also R Co.) $100 


The question now arises, what is the nature of the sales allowance 
charge of fi 00 and how shall it be disposed of? Under the usual 
treatment the allowance is handled as a deduction from the gross 
revenues of the department involved. It thus cancels a portion of 
the revenue volume and, with costs unchanged, brings about a de- 
crease in the net operating result. The only objection to this inter- 
pretation and procedure lies in the fact that the actual cost or loss 
implicitly involved is not isolated and the remaining revenues are 
perhaps too heavily charged. Assuming that the amount of $100 
originally credited to sales was a normal revenue element in view of 
the costs incurred, and that total costs in the department in question 
are averaging ninety cents per dollar of sales volume before deduc- 
tion of special allowances, it may be urged that operating costs to the 
amount of $90 should be segregated and treated as a special cost or 
loss, not chargeable to the net amount of sales after the deduction of 
the allowance. On the other hand, if sales allowances are not run- 
ning in excess of a reasonable amount, in view of the volume of 
business and all the circumstances, the effective volume of revenue 
to which all costs incurred are assignable may be interpreted as 
original sales less allowances, and the adjustment of costs indicated 
may be considered unnecessary, in any event, careful observation of 
sales allowances, and periodic statistical analysis of effects, is desirable. 

Allowances to Employees. Sales to officers and other employees are 
common in many enterprises, and in some cases the conditions asso- 
ciated with such transactions raise a question as to their effect upon 
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the vendor’s accounts. Where these sales are on a regular commer- 
cial basis, with no special concessions attaching, they should be re- 
corded as are sales to other parties. The granting of unusual dis- 
counts to employees, on the other hand, puts such transactions oh a 
peculiar basis and makes necessary a special analysis of the situation 
to determine the nature of such allowances. As a rule allowances 
to employees are either deducted directly from gross sales, by selling 
departments, the net amount only being recorded, or are treated 
as a contra to nominal sales figures. In no case, it is usually held, 
should such allowances be included in operating expenses, in whole 
or in part, regardless of the treatment accorded ordinary cash dis- 
counts. Assuming that sales to employees involve smaller costs by 
way of advertising, handling, collection, etc. than do regular sales, 
and that the amount by which the special discount exceeds ordinary 
discount approximately matches the saving in costs, this treatment 
would seem to be justified. However, if there is no particular ad- 
vantage from a cost standpoint in sales to employees the excess of the 
usual net prices over the net prices to employees may well be inter- 
preted as additional compensation, properly chargeable to the de- 
partments to which the employees in question render service. This 
view receives support where the net prices to employees are distinctly 
lower than prices for similar articles available to them elsewhere. 

For example, the M Co. in a particular period makes sales on ac- 
count to employees amounting to $5,000 at regular prices. A special 
allowance of 10% of gross, in addition to any regular discount for 
prompt payment, is allowed. If these sales are recorded at gross 
prices and the amount of the special allowance is immediately iso- 
lated as an offset to sales, the required entries, in summary, are: 


Accounts Receivable (and accounts of particular em- 
ployees) . . $4,500 

Employees’ Sales Allowances (applicable to the various 

selling departments) . . 500 

Sales (by selling departments) . $5,000 


The same effect is secured, of course, if the sales account is credited 
directly with gross prices less the amount of allowances and no allow- 
ance account is used. 

The alternative treatment suggested, under which the allowance 
is handled as additional compensation to employees, requires entries 
as follows: 
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Accounts Receivable (and particular accounts) . . . $4,500 

Operating Cost Accounts (properly departmentalized) . 500 

Sales (departmentalized) $5,000 


Both treatments have the same effect on the net income of the 
business as a whole (ignoring the question of the assignment of costs 
to inventories), but will give different net departmental results to the 
extent that the wages of employees to whom sales are made are not 
distributed in accordance with the departmentalization of such sales. 

The principal objection to the alternative method lies in the fact 
that the departments in which the employees work are loaded wdth 
a somew^hat uncontrollable and unpredictable element of labor cost, 
particularly in view of the fact that employees will “collect’' their 
indirect compensation in goods irregularly as betw^een persons and 
periods of time. A compromise treatment, designed to meet this 
objection, would be to handle employees’ discounts as a general per- 
sonnel cost, assignable to departments (if spread in any fashion) on 
a basis which disregards the functions of the particular persons who 
make the purchases. 

Mention may be made in this connection of those now rare cases 
wdiere employees are paid in due-bills which are redeemable in mer- 
chandise or other goods or services furnished by the employing com- 
pany at prices in excess of fair commercial rates. With such condi- 
tions, the revenues of certain departments are padded by the amount 
of the overcharge to employees (assuming they are based upon the 
face amount of due-bills redeemed), and the operating accounts of 
the employing departments, to the extent that they are based upon 
nominal w^ages and salaries, are similarly overstated. 

Ailowances on Trades. In enterprises selling office furniture and 
appliances, motor vehicles, and other types of equipment the allow- 
ances made for used units “traded in” by the buyer afford a means 
of making reductions in stated prices, and such allowances often 
represent, in part, an offset to nominal revenue figures. On the 
books of the vendor these price concessions are usually disguised by 
crediting sales wdth list price and treating the entire amount of the 
allowance as the cost of the secondhand equipment acquired. This 
handling is definitely objectionable. The proper procedure is to 
credit sales with the amount of cash received, or to be collected, plus 
the wholesale cash value of the used machine or other article re- 
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ceived, or, if it is considered expedient to credit sales with nominal 
contract values, to charge to a special allowance account the excess of 
the stated price over the actual proceeds determined as indicated. 

For example, the Huron Co., a distributor of motor cars, sells a 
truck to the West Oil Co. at a stated price of $1,500. The buyer pays 
$500 in cash, gives a ninety-day, 5 % note for $500, and turns in a 
used truck. The old truck has a wholesale net cash value of $400. 
The usual treatment can be indicated as follows: 


( 1 ) 

Accounts Receivable (also West Oil Go.) $1,500 

Truck Sales $1,500 

To record sale 

( 2 ) 

Gash 500 

Notes Receivable (also underlying record) 500 

Accounts Receivable (also West Oil Co.) .... 1,000 

To record receipt of cash and note 

(3) 

Used Trucks 500 

Accounts Receivable (also West Oil Go.) .... 500 

To record delivery of old truck by buyer 


Th€ proper treatment— assuming that as a matter of routine pro- 
cedure it is advisable to recognize nominal sale price in the sales 
account— is as follows: 


(1) (2) 

(Same as above) 


(3) 

Used Trucks $400 

Allowances on Truck Sales . . . . . . . . . 100 

Accounts Receivable (also West Oil Go.) .... $500 


A minor variation would be to charge the West Oil Co. with only 
|1,400 at the outset, assuming that the old truck to be taken in has 
been appraised, and thus recognize the allowance in the initial entry. 
Another variation would be to credit sales with only $1,400, and 
thus eliminate the need for the special allowance account. 

Allowances on Trades— Effect on Departmental Accounts. Isolating 
the effect of price cutting, in whatever form, is especially important 
from the standpoint of departmental accounting. If the Huron 
Co.— to refer to the above example— handles large numbers of used 
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cars the operations of this phase of the enterprise may well be segre- 
gated, at least with respect to sales and merchandise cost of sales. In 
this event the nsed-car department will almost surely show an actual 
loss, or a very meager profit, if nominal allowed prices are treated as 
costs (assuming that nominal prices regularly exceed cash value, 
which is not always the case). Used cars must be stored, repaired, 
and sold, and total retail sale value, after all necessary costs have 
been incurred, is often less than the allowance price. Under such 
conditions the manager of the used-car department may well com- 
plain of the method of accounting. Even the use of estimated net 
selling prices (estimated selling price less estimated costs to be in- 
curred) as the effective cost of the secondhand equipment is objec- 
tionable, as this assumes that on sales of used cars the business should 
do no better than break even, that the capital invested in this phase 
of operations is not entitled to a return. 

The procedure objected to here is sometimes defended on the basis 
of what may be called the “by-product’' theory. This theory, applied 
to the affairs of the Huron Co., for example, assumes that the Com- 
pany is engaged essentially in the business of marketing new motor 
vehicles and that disposing of the used cars turned in is merely an 
incident in the process of fulfilling the primary function of the enter- 
prise. According to this view all costs incurred are costs of handling 
and selling new cars and the nominal losses on handling used cars 
are an addition to the costs of operation or, possibly, a discount on 
sales of new units. Or, to make a still more extreme application of 
the by-product conception to this case, all costs of handling and sell- 
ing used cars might be interpreted as costs of handling and selling 
new units and the total revenues from used car sales might be re- 
corded as an offset to total operating charges. 

This line of argument is not convincing. The treatment of sales 
of by-products merely as adjustments of main-line costs and revenues 
has been developed primarily as a convenience to be applied where 
such items are comparatively unimportant and departmentalization 
is impossible or inexpedient. In general all revenues, whether pri- 
mary or secondary, must be assumed to be subject to costs, and where 
actual segregation is not feasible any process of imputation should 
be harmonious throughout. In other words, it is not as a rule sound 
to assume that any element of revenue is cost free; and it is equally 
unsound, by arbitrary assumption and procedure, to deny the pos- 
sibility of profit to any particular type of sales. 
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Sales Returm and Exchanges. A return of merchandise which has 
been charged to the customer and credited to sales constitutes in 
effect a canceilation in whole or in part of the original transaction 
(if occurring in the period of sale). A proper ledger treatment on the 
occasion of the issue of the credit memo to the customer, accordingly, 
consists of a reversal of the original entries in the appropriate amount. 
As a rule, however, a special sales returns account is charged when 
the customer is credited, such account being interpreted as a contra 
to gross sales and so handled in the preparation of periodic reports. 
In some cases a special journalizing medium is used in recording re- 
turns. If goods are returned on a cash sale, or following collection 
on a credit sale, the procedure is the same, but the credit to the cus- 
tomer’s account will represent a credit balance (ignoring the pos- 
sibility of such credits being offset by debits on other transactions) 
and will represent a form of liability. Such liability may be met 
either by a cash payment to the customer or by being absorbed as a 
down payment on a subsequent shipment. 

Where other merchandise of the same selling value, and from the 
same department, is exchanged for goods returned it is of course pos- 
sible to permit the original ledger entries to stand without change. 
Even in this event it is desirable that a regular procedure be followed 
with respect to underlying documents. That is, a credit memoran- 
dum should be issued covering the returned goods and a new invoice 
prepared for the merchandise delivered in exchange. In most situa- 
tions, moreover, a complete ledger accounting for each phase of the 
transaction is to be recommended. This is especially important in 
that the merchandise issued in exchange often does not match the 
goods returned exactly with respect to either kind or price. 

Routine procedures governing returns and exchanges should be 
carefully worked out* In large concerns the receiving clerk prepares 
a report of goods returned, preferably on a distinct form, one copy 
of which goes to the accounting office. A credit memorandum must 
be issued and approved, and checked against the report of goods 
received, before passing the credit to the customer’s account. 

Cost of Returns. The most important matter connected with re- 
turns is the amount of cost or loss thereby suffered, and many enter- 
prises fail to give adequate attention to this question. The losses 
involved are of two types. In the first place the returned goods are 
likely to have suffered some damage or deterioration, and where this 
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is the case they can scarcely be taken into inventory on the original 
cost basis. In the second place ail of the operating costs which are 
assignable to the original revenue now canceled by the return, in- 
cluding transportation, selling, and office charges, become losses, at 
least to the extent that they are not reasonably assignable to other 
revenue elements. It may be argued, it is true, that occasional re- 
turns represent a typical and inevitable feature of business operation 
and that therefore the costs involved need not be viewed as down- 
right losses. But even if this position—which has considerable merit 
— be accepted, there is still justification for holding that isolation of 
these special costs is desirable, so that the phenomenon of returns 
may be brought under more careful observation. 

Under a continuous inventory system, where credits to merchan- 
dise or finished stock accounts are regularly made as goods are 
shipped, with concurrent debits to appropriate cost-of-sales accounts, 
charges to stores must be made as returned merchandise comes in, 
and the amount of loss in value, if any, may be estimated and recog- 
nized at that time. Or, if more convenient, the returned goods may 
be charged back to stock at original values, the amount of any loss 
suffered being estimated on all returned goods periodically. If no 
continuous inventory plan is in operation, and no credits to mer- 
chandise have yet been made, no charge to merchandise is required 
to cover returns, although the problem of recognizing any loss suf- 
fered remains. 

To segregate all operating costs, including selling and office 
charges, applicable to a particular batch of returned merchandise 
would evidently be a difficult matter in most enterprises. It is not 
out of the question, on the other hand, to estimate the total assign- 
able cost on the basis of the general relation between total sales for 
the period, before the deduction of returns, and the total of all costs 
chargeable to the business of the period. And even if it is inex- 
pedient in a particular case to attempt to segregate the costs appli- 
cable to returns by means of ledger entries there is still something to 
be said for a periodic statistical study of the problem. 

To illustrate the way in which the cost of returns may be isolated 
in terms of accounting entries, assume that the M Co. makes a sale 
of 12,500 to the R Co., on account, and that the vendee in the same 
period returns goods amounting to $500, sale value. Assume, fur- 
ther, that as yet there has been no recognition in the M Co.'s accounts 
of the cost of goods assignable to this transaction. With these con- 
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ditions the appropriate entries on the M Co.’s books upon receipt of 
the returned goods, and acceptance of same, are: 


Sales Returns |500 

Accounts Receivable (also R Co.) . . . . . . $500 


Later it is estimated that the returned goods have suffered a shrink- 
age in value from an inventory standpoint, due to shipment and 
return, of |50, and that transportation and other operating costs, in 
addition to the cost of the goods, average 15% of sales on this class of 
business. These data afford a basis for the following entries: 


( 1 ) 

Cost of Returns $50 

Merchandise $50 

To recognize shrinkage in inventory value 

( 2 ) 

Cost of Returns 75 

Selling Costs (and other operating accounts) ... 75 


To segregate estimated transportation, selling, and other 
charges applicable to returns 

Were a continuous inventory system employed by the M Co., and 
reflected regularly in the general-ledger accounts, and using other- 
wise the same data coupled with an assumption that the total book 
cost of the merchandise returned is |400, the following entries would 
be included in the foregoing: 


Merchandise . . . . . . . . , . . . . S400 

Merchandise Cost of Sales . . . . . . . . . $400 


To charge returns to stores and adjust cost of sales 

It is implied in this example that the M Co. is a trading concern. 
If the vendor were a manufacturing enterprise the account titles used 
in recording cost of returns would be appropriately modified. 

Allowance for Outstanding Returns. Where returns bulk large con- 
sideration should be given at the end of each period to outstanding 
returns on sales to date, as otherwise both net sales and accounts 
receivable will be overstated in the financial reports. The precise 
amount cannot, of course, be determined, but an estimate can be 
made based on past and current experience. To illustrate, assume 
that the sales of the M Go. during the first period of operation total 
|100,000 and that returns received and accepted to the end of the 
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period amount to $4,400. Assume, further, that as a rule goods are 
returned within ten days of delivery, and that on the sales of the last 
ten days, totalling $20,000, returns have thus far been received 
amounting to only $400. With these conditions, returns of $4,000 
($4,400 less $400) on sales of $80,000 ($100,000 less $20,000), or 
represent the typical situation, and since returns of only 2% have 
thus far been made on sales of the last ten days an appropriate esti- 
mate of outstanding returns is 3% of $20,000, or $600. The neces- 
sary adjusting entries are as follows: 


Sales Returns $600 

Accounts Receivable — Allowance for Returns .... $600 


The debit entry brings the adjustment of current sales up to the full 
amount of returns applicable to such sales, on the basis of available 
data, and the credit serves as a contra to receivables and thus pre- 
vents overstatement of current assets. 

It is also necessary to recognize the contingent asset involved. 
That is, if accounts receivable are offset by the full amount of ex- 
pected returns, a special account (to be viewed as an adjunct of 
inventories) should be charged with the adjusted cost (cost less loss 
due to damage, etc.) of the goods which the vendor expects to recover. 
Assuming an amount of $400 the appropriate entries are: 


Merchandise — Estimated Returns $400 

Merchandise Cost of Sales $400 


Since these entries are made at the close of the period, when inven- 
tories are taken and merchandise cost of sales is determined, the 
credit entry properly lodges in cost of sales. 

In the next period, assuming adjustments as indicated, returns 
originating in connection with sales of the preceding period should, 
in strict accuracy, be segregated and applied to the special allowance 
account. However^ if this procedure is deemed to be unduly precise 
ail returns as accepted may be charged to the allowance account until 
the balance is exhausted, additional returns arising thereafter being 
treated as an adjustment of current sales. As returned merchandise 
applicable to last-period sales is received the merchandise account 
should be charged with an appropriate amount and the special ad- 
junct account credited. The difference emerging, if small, may be 
treated as an incidental operating adjustment. 

A somewhat simpler procedure to accrue the effects of prospective 
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returns would be to charge sales returns and credit a contra to ac- 
counts receivable with the diifference between the selling value of 
estimated returns and the estimated value of the merchandise to be 
returned. This would make the use of a special merchandise account 
unnecessary. 

Adjustments for outstanding returns in the case of cash sales will 
follow the same lines, but the suspense credit to customers will rep- 
resent a form of liability rather than an offset to receivables. 

Ideally the cost of returns should also be placed upon an accrued 
basis at the end of the period. This might be done by crediting cost 
of sales with the estimated loss in cost value applicable to esti- 
mated goods to be returned, crediting the various operating cost 
accounts with an estimate of charges applicable, and debiting cost 
of returns. 

Recognition of Bad Debts. Uncollectible accounts, an unfortunate 
but common feature of selling on a credit basis, must be recognized 
periodically if overstatement of revenues and current assets is to be 
avoided. To the extent that the fact of uncollectibility becomes ap- 
parent during the period in which the account originates the con- 
trolling accounts receivable (and the specific accounts) can be credited 
and revenue charged with the amount of bad debts. However, to 
place bad debts on an accrual basis it is necessary at the end of the 
period to estimate the uncollectibles represented in outstanding ac- 
counts and credit a contra account, Accounts Receivable— Allowance 
for Bad Debts. The use of the contra account is a technical require- 
ment in this connection in view of the fact that the estimate can not 
be deducted from specific accounts— not yet definitely determined to 
be bad— at this point. Later, as evidence of the uncollectibility of 
particular accounts develops, accounts receivable (and the specific 
bad accounts) are credited and the allowance account is charged. 

For example, in the first year of operation the M Co. sells merchan- 
dise on account in the amount of $500,000. During the year par- 
ticular accounts are written off as bad in the amount of $2,000. The 
entries are; 


Sales — Bad Debts Adjustment . . . . . . . . $2,000 

Accounts Receivable (and specific accounts involved) . $2,000 


At the end of the year it is decided that a reasonable estimate of 
uncollectibles for the year is 1% of credit sales, or $5,000, and that 
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an allowance should be accrued to cover the remaining $3,000 of 
estimated uncollectibles. Appropriate entries are: 


Sales — Bad Debts Adjustment $3,000 

Accounts Receivable — Alio wance for Bad Debts . . . $3,000 


During the following year particular accounts originating in the first 
year totaling $2,800 are found to be uncollectible and are written 
off. The entries are: 


Accounts Receivable — Allowance for Bad Debts . . . $2,800 

Accounts Receivable (and specific accounts involved) . $2,800 

At this point— assuming that all receivables originating in the first 
year have been written off or collected— the balance of $200 in the 
allowance account might be closed to retained earnings as a correc- 
tion of last year's income. In practice, however, it is not considered 
unreasonable to permit a small balance to be carried forward in the 
contra account as a safety factor. 

In the income statement the charge for bad debts is preferably 
shown as a direct offset to revenue rather than as an expense, and the 
balance of the allowance account should be reported as a contra to 
accounts receivable in the position statement. 

The subject of bad debts is discussed in more detail in a later 
chapter. 

Allowance for Collection Costs. Although most of the applicable 
costs arise prior to or at the point of sale there are many cases in 
which revenues are recognized before all of the costs chargeable 
thereto have been literally incurred. A common example of an “after 
cost” is billing and collection expense. In most businesses no at- 
tempt is made to accrue the amount of such expense applicable to 
current credit sales that will be incurred after the close of the period. 
However, where billing and collection charges run fairly high it may 
be desirable at the end of the period to estimate the amount of cost 
that will be incurred in the process of collecting outstanding receiv- 
ables and make appropriate adjusting entries. For example, during 
the first year of operation the M Co. sells product on account to 
various customers in the amount of 1 100,000. During the year col- 
lections amount to $75,000 and costs are incurred in billing and 
collecting activities— largely applicable to accounts collected— in the 
amount of $1,500. At the end of the year it is estimated that costs 
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will be incurred in collecting outstanding accounts of }475. The 
adjusting entries would be: 

Billing and Collection Costs (assuming detailed classification of 

costs) 

Accounts Receivable”- Allowance for Billing and Collection 

Costs 1^475 ■ 

This adjustment provides for charging current revenues with the full 
amount of cost applicable thereto also and for showing receivables in 
the position statement at net realizable value. In the following period 
an appropriate portion of collection costs actually incurred would be 
debited to the allowance account, thus avoiding inclusion in next 
year’s expense of costs applicable to the first year. 

There is a minor objection to this procedure in that it calls for 
recording of costs prior to actual incurring in the usual sense. To 
meet this objection, and still secure the essential effects, the estimated 
cost to be incurred might be treated as a direct deduction from sales 
rather than as an expense. However, inclusion of the charge in 
expenses as shown above is preferable, as otherwise the full amount 
of applicable billing and collection expense would not be definitely 
disclosed. 

Treatment of Trade Coupons. The customer is sometimes granted 
some right at the time of sale which will result in a cost to the vendor 
if and when the right is exercised. An example is found in the 
issuing of coupons or stamps which are redeemable—when presented 
in stated numbers or amounts— in merchandise. By issuing such 
coupons the vendor incurs a liability to customers which has the 
effect of a charge against current revenues and which should not be 
neglected in the preparation of the statements. 

Where the coupons or stamps are redeemable in any merchandise 
in stock at regular selling prices the issue of coupons simmers down 
to granting an outright discount or allowance and should be handled 
accordingly. For example, in the first period of operation of the 
Queen Drug Co. sales for cash total $100,000, coupons issued in con- 
nection wdth these sales total $2,500, and sales represented by coupons 
turned in amount to $2,000. The following entries are appropriate: 


( 1 ) ^ 

Cash $100,000 

Sales . $100,000 


To record sales 
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( 2 ) 

Sales Allowances — Coupons 2,500 

Liability represented by Outstanding Coupons . . 2,500 

To record issue of redeemable coupons 

(3) 

Liability represented by Outstanding Coupons . . . 2,000 

Sales 2,000 

To record sales covei'ing coupons presented 


This treatment in effect sets up a portion of the cash sale as an ad- 
vance by the customer on a later sale. It also involves the assumption 
that all outstanding coupons will be redeemed, and the balance in 
the liability account, and the offset to gross revenue, is overstated to 
the extent that this assumption is unwarranted. Where less than 
complete redemption can reasonably be expected this condition 
should be reflected in the entries made. 

Where coupons or wrappers are redeemable only from a special 
premium stock, a definite number or amount being required for each 
specified article, there is merit in a procedure which views the pre- 
mium department as a service rather than a selling department and 
which accordingly makes use of cost prices throughout. To illus- 
trate, assume that the King Soap Co.’s sales in a particular period 
amount to 1 100,000, that the maximum amount of premium stock 
which might be claimed on the basis of these sales has a cost value, 
including all handling charges, of |4,000, and that experience has 
shown that coupons presented for redemption amount to about half 
of the total issued. Under these conditions the liability for pre- 
miums may be accrued for the period as follows: 


Sales Allowances— -Estimated Premium Cost . . . $2,000 

Liability for Premiums . ... . .... $2,000 


The next step consists of charging the liability account and crediting 
premium merchandise (and any other cost accounts involved) as 
articles are issued from premium stock in exchange for coupons pre- 
sented. This step also may be recorded in the ledger in terms of 
period totals rather than individual deliveries. 

Adjustments for Guaranties. Some products are sold under quality 
and service guaranties, and where experience shows that expendi- 
tures on this account are substantial an accrued adjustment of rev- 
enue, and a corresponding recognition of the estimated liability to 
customers, is advisable. To illustrate, assume that the Shaw Co. sells 
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100 units of office equipment at a price of $100 each under an agree- 
ment by which the vendor is obliged to make all necessary adjust- 
ments, and replace any parts which prove to be defective, for a period 
of one year from date of sale. On the basis of past experience the 
average cost of maintaining this special service is estimated at $5 per 
unit. The entries covering the original estimate are: 

Sales Adjustment — Estimated Cost of Guaranties .... $500 

Liability for Service Guaranties $500 

The liability account represents an obligation to customers as a 
group, payable later in repair and maintenance service to particular 
customers as conditions determine. As costs on this account are 
incurred they are chargeable to the estimated liability. It should be 
borne in mind in considering this and similar situations that costs 
as actually incurred can not be expected to coincide precisely with 
provisional entries, and that special adjustments are consequently 
required from time to time. 

As in the case of other “after costs” there is point in holding that 
post-sale service costs applicable to current revenue should be charged 
to an appropriate operating expense account instead of being treated 
as a sales adjustment, and again the only objection is the somewhat 
theoretic consideration that a part at least of such cost will not 
actually be incurred until a later accounting period. The effect 
upon net income is the same under both interpretations. 

Where experience gives little clue to the amount of costs which 
will be incurred under guaranties there is not much point to attempt- 
ing to place the effect on a regular accrual basis, although in the 
presentation of a statement of financial position some reference to 
the contingent liability involved is needed. 

Charges for Containers. In some lines the product is delivered to 
the customer in casks, drums, reels, or other types of durable con- 
tainers, capable of repeated use, and the vendor’s investment in such 
assets often amounts to a substantial sum. In this situation some 
arrangement must be provided to facilitate careful handling of con- 
tainers, and to insure proper treatment of customers’ accounts in 
connection with returns. 

Under one plan, particularly convenient where the containers are 
specialized in form and very durable, the title to such property is 
considered to reside at ail times in the vendor and no special charge 
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is made therefor to the customer. When this arrangement is em- 
ployed the outgoing container is covered by a separate memorandum 
invoice or by a memorandum item on the regular invoice, and a 
careful record is maintained of containers as returned. In some cases 
the customer is required to make an initial deposit to insure respon- 
sibility and to cover containers which may be lost or broken while in 
the customer's hands. This plan is simple in that no adjustments of 
revenues or receivables are required— except in special cases— and 
containers are accounted for on the vendor's books as are other fixed 
assets. If desired, containers shipped may be charged to a special 
account, which is credited when returns are received. 

Under a second plan containers are assumed to remain the property 
of the vendor but are billed to customers at a fixed price, the amount 
being refunded or credited to the customer if the containers are 
returned in a stated time in good condition. In this case a reason- 
able treatment is to credit consigned containers to a special account 
rather than to sales, an account which is charged at billing price as 
containers are returned. To illustrate assume that the Bow Chemical 
Co. ships its product in metal cylinders which are charged to cus- 
tomers at |5 each, and that in a particular period the total sales 
amount to 1,000 units, invoiced at |25 each, including charge for 
cylinder. Assume, further, that during this period 900 cylinders are 
returned in good condition. The following entries indicate the 
treatment to be accorded: 


( 1 ) 

Accounts Receivable (and individual accounts) • . $25,000 

Sales . ... . . ... . . . . . $20,000 

Allowance for Containers Consigned . . . . . 5,000 

To record sales and charges for containers 

( 2 ) 

Allowance for Containers Consigned , . . . . . 4,500 

Accounts Receivable (and individual accounts) . . 4,500 

To record return of 900 cylinders 


Where the particular customer has paid his account in full prior to 
returning containers, the credit on return represents an allowance to 
be applied to succeeding charges. In the case of refunds the credit 
would of course be to cash. To the extent that containers were per- 
manently retained by customers the allowance account would be 
charged at the billed price, the asset account with containers would 
be credited, including adjustment of allowance for depreciation, and 
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the gain^or loss, if any, recognized, as in the case of the disposition of 
any fixed asset. 

The credit balance in the allowance for containers may be viewed 
either as a liability akin to that representing customers’ advances and 
deposits, or as an offset to the stated amount of receivables. In view 
of the fact that the containers outstanding are assumed to be an 
asset of the vendor, until the customer has indicated intention to 
retain, the later interpretation is preferable, particularly where sub- 
stantially all units are regularly returned. 

In the case of bags, bottles, and similar containers the rebate offered 
for returns per unit is a small amount, often less than the cost price, 
new, and with this condition it is not surprising that a substantial 
percentage of the containers shipped is not returned. The expedient 
treatment in this situation is to make no separate charge to the cus- 
tomer and to credit sales with the entire amount of the invoice. This 
means that the cost of the containers used in delivering the product is 
dealt with as an ordinary operating cost. Moreover, if returned con- 
tainers are worth the allowed rebate it is not necessary or desirable 
that an account be set up for estimated containers to be returned. 
Instead return of containers may be treated as a purchase of shipping 
supplies, at a fair price. 

If returned containers are of no value to the vendor and an allow- 
ance is made to the customer as a form of special rebate, the amount 
allowed is an adjustment of gross book revenue and nominal receiv- 
ables, and the adjustment should cover the estimated allowance 
outstanding, as in the case of the more usual forms of discount. Simi- 
larly if the allowed price for returned containers exceeds their fair 
value to the vendor the amount of such excess constitutes a type of 
sales allowance and should be dealt with accordingly. 

Transportation Costs on Sales. Out-freight and other shipping and 
delivery costs on sales are in general operating charges, to be debited 
to the appropriate expense accounts, and have no peculiar relation 
to the revenue account or to accounts receivable. Under some condi- 
tions, however, transportation charges may appear to have the effect 
of a sales adjustment. A case on which opinions differ arises where 
goods are sold as of final destination or some other delivery point, 
freight charges collect. Here the vendor assumes responsibility for 
the delivery costs, and the customer accordingly deducts the freight 
he pays from the amount of the invoice in remitting. If, in this situa- 
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tion, the customer is charged with the full amount of the invoice, the 
estimated amount of transportation cost must be credited to an al- 
lowance for freight, a contra to accounts receivable. Then when the 
customer's remittance for the net amount is received, with statement 
of freight paid attached, the allowance is charged, adjustment being 
made for any discrepancy. The question is, what account on the 
vendor's books should receive the debit which matches the credit to 
the contra account? If the customer is assumed to be acting as the 
vendor's agent, in effect advancing the cost of freight for the vendor’s 
account, the proper charge on the vendor's books is to transportation 
expense, as in the case where the charges are incurred and paid di- 
rectly. If, however, the customer can be said to be the party who 
“buys" the service of the common carrier, despite the understanding 
with the vendor, the latter does not, strictly speaking, incur trans- 
portation cost, and the charge should be handled as a sales allowance. 
On the whole the first treatment seems to be the more reasonable. 

Where goods are sold f. o. b. vendor's plant, and the vendor, acting 
in effect as the customer’s agent, prepays (or assumes) the freight for 
the latter’s account, the cost is clearly an additional charge to the 
customer, rather than a cost of operation. Further, this amount is 
credited to cash (or, first, to the account of the transportation agency) 
and should not be included in sales. If as a matter of convenience 
the invoice is drawn including the freight cost and the gross amount 
is initially credited to sales, an adjustment must be made which treats 
the transportation charges as a sales deduction. This case must not 
be confused with the situation in which the vendor pays transporta- 
tion charges on his own account as one of the costs of operation. 

Questions 

1 , Discuss the alternative interpretations of the charge to sales discount. Which 
is preferable and why? 

2. Outline two procedures for recording sales discounts and iMustrate each. 

3. With illustrative entries show how discounts on prepayihents should be 
accounted for. 

4, Under what circumstances may special allowances and rebates be interpreted 
in whole or in part as an offset to nominal revenue figures? As a departmental 
expense or loss? 

5- Under what circumstances should special discounts to employees be inter- 
preted as an operating cost? Give illustrative entries, and discuss the question of 
the type of cost involved. 

6. Which of the following is the proper basis on which a used car acquired 
should be charged on the dealeris books: (a) nominal allowance to customer; 
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(b) estimated net realizable value; (c) wholesale cash cost? Discuss. Give an 
example of a sound treatment, including illustrative entries. 

7. Explain and discuss the treatment of the “loss” on the used-car department 
as an element in the cost of selling new cars. 

8. Discuss the accounting for sales returns and exchanges. 

9. How may losses assignable to sales returns be estimated and accounted for? 
Illustrate. 

10. Why should prospective returns by customers, on sales already made, be 
taken into account by the vendor at the close of the accounting period? Give 

illustrative enti'ies. 

1 1 . The issue of trading stamps to customers redeemable from regular stock gives 
rise to what accounting problem? Illustrate. 

12. How should outstanding premium coupons and the issue of premium mer- 
chandise be accounted for? Illustrate. 

13. Illustrate the use of an account entitled “liability for service guaranties.” 

14. Outline the treatment of charges for containers when the containers are 
assumed to remain the property of the vendor. When the containers are considered 
to be actually sold. If the allowed rebate is more than the value of the container 
to the vendor what treatment is proper? 

15. How should estimated freight, to be paid by customer and deducted from the 
amount of the invoice, be handled on the vendor’s books? How should freight pre- 
paid for customer’s account be treated? 



XVlll 


PERIODIC PROCEDURE AND ANALYSIS 


Accounting Period. From time to time in the preceding pages the 
accounting period has been referred to, and considerable attention 
has been directed to the special adjustments required at the close of 
each period. At this point it is necessary to lay additional emphasis 
upon the significance of periodicity in the accounting process, and to 
give more systematic consideration to the important technical opera- 
tions and analyses which must be regularly undertaken. 

The accounting period is the unit of time selected as a basis for the 
determination and presentation of the reports of income and finan- 
cial position. In the majority of enterprises the principal period is 
the fiscal year, which may or may not coincide with the calendar 
year. The subordinate period most often employed is the month or 
quarter. A few concerns, impressed with the awkwardness of using 
the irregular calendar months as interim periods, have been experi- 
menting with a year of fifty-two weeks, divided into thirteen intervals 
of four weeks each. 

That business affairs must be accounted for in terms of periods of 
some length is clear. As explained earlier, a complete presentation 
of the underlying facts of income and financial position from day to 
day is out of the question in most situations; it is only periodically 
that it is feasible to attempt to reduce the stream of data representing 
the events, processes, and conditions of business operation to their 
lowest terms. Explicit transactions such as purchases, sales, collec- 
tions, payments, and so on may be reflected in the accounts sub- 
stantially as they occur, but the implicit, internal processes, focusing 
in the flow of values from the enterprise as charges to revenues, can 
scarcely be dealt with effectively except in terms of periodic adjust- 
ments. The everyday routine of accounting, therefore, must be 
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supplemented by periodic procedures based upon valuations, ac- 
cruals, and analyses, for the purpose of carrying the work to fruition 
in the form of reports covering the results of operation and the cur- 
rent status of the enterprise. 

Although the important accounting period is that in terms of 
which the regular income statement and position statement are pre- 
pared, other occasions arise, more or less regularly, which require 
some of the technical operations characteristic of the work at the 
close of the period. Journal columns often must be summarized and 
proved in terms of days or weeks. Certain accounts-cash, for ex-, 
ample— are often footed daily. Comparisons of subsidiary ledgers 
and corresponding controlling accounts must be frequently made. 
Special reconciliations, such as that of bank account and bank state- 
ment, are on a weekly or monthly basis. In some cases the general 
trial balance is prepared at a number of interim points, as a check on 
the accuracy of the entire bookkeeping procedure. Further, in many 
companies the process of measuring and distributing operating costs 
on the basis of special analyses and accruals is under way more or 
less continuously. There is often a considerable overlapping, in 
other words, between the stream of routine recording and the work 
of periodic determination and adjustment. 

Cycle of Accounting Operations. In Chapter VIII an outline of the 
main steps in the bookkeeping process was presented. At this point 
the cycle of accounting procedure and analysis may be stated more 
broadly, in terms of the principal operations or stages, as follows: 

1 . Analyzing business transactions into debit and credit entries with appropriate 
account captions and recording these entries systematically in suitable coiunxnar 
media — often referred to as “journalizing.” 

2. Assembling the debit and credit entries by ledger accounts — posting. 

3. Summarizing the ledger — footing the accounts and setting up the trial balance, 
including reconciliation of subsidiary ledgers and controlling accounts. 

4. Ascertaining and interpreting the supplementary data required for periodic 
adjustments — depreciation, inventories, accruals, etc. 

5. Preparing columnar classifications of statement data based upon trial balance 
and adjustments— the “work sheet.” 

6. Setting up and recording (journalizing and posting) the adjusting and closing 
entries (often accomplished in part in connection with step 5). 

. Balancing and ruling the ledger accounts, including any final check on the 
equation of debits and credits. 

B. Constructing the periodic statements-— income statement, position statement, 
and supporting schedules and exhibits (and any special reports required). 
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This tabulation does not purport to represent a detailed outline of 
procedure, particularly in that it contains no reference to underlying 
forms and documents and the methods of accumulating the original | 
entries. The first step as listed is undoubtedly a very long stride and 
includes a large part of the total volume of day-to-day accounting 
work. The purpose here is to indicate the primary technical opera- | 
tions and stages of accounting, in proper order, and to emphasize 
those features which are most prominent at the close of the account- f 
ing period. It should be added that with respect to order the final ^ 
stage, the construction of statements, may follow directly after the 
fifth step. 

Is the accountant responsible for the actual “ascertaining'' of the 
values of inventories and other assets? On this question there is ^ 
some difference of opinion. Ail are agreed that adequate value data | 
must be available, and that it falls to the lot of the accountant to 
interpret and use such data. Some hold, however, that making the 
underlying determinations and estimates is outside the proper scope f 
of the accounting department. Like all matters involving the precise 
limits of activity for particular professional groups, the question is 
hardly worth debating. The most reasonable position, in the light I 
of present-day conditions and tendencies, is that which views the 
accountant as a consultant in connection with the problems of valua- | 

tion in the business enterprise, if not actually in charge of the work. - 

In this and the next chapter the discussion will be confined to steps ; 

3, 4, 6, 7, and 8, with the emphasis on adjusting and closing entries. i 

Use of the work sheet in connection with periodic procedure and ; 

statement preparation is dealt with in Chapter XX. ■ 

Summarizing the Ledger. A preliminary operation at the close of 
each accounting period is the preparation of a ledger summary or 
general trial balance. This device, as explained in Chapter VII, is a 
columnar tabulation of the ledger accounts either by debit and credit 
totals or by net debit and credit balances. As a first stage in the 
w^ork of preparing periodic statements the trial balance of differences 
is the more satisfactory scheme of compilation, and this form will be 
employed from this point on. Ordinarily only open accounts are 
listed in this summary, although accounts currently in balance or 
account titles with no current entries may be included if this is likely 
to be helpful in the preparation of adjusting entries. The general 
practice is to present controlling accounts in the general trial balance. 
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A. B. Smith Company 
Trial Balance of General Ledger 
December 31, 1949 


F 

Account Titles 

Dr. 

Cr. 

1 

Gash 

$ 500 


30 

National City Bank — Commercial Account 

10,000 


35 

U. S. Bonds ...... 

s ', 000 


40 

Accounts Receivable 

13,900 . 


41 

Allowance for Bad Debts 


% 200 

45 

Notes Receivable 

5,000 


50 

Merchandise 

45', 000 


55 

Supplies 

500 


57 

Insurance 

700 


85 

Store Equipment — Cost . . . . . 

6,000 


86 

Office Equipment — Cost 

2,100 


88 

Delivery Equipment — Cost 

2,000 


89 

Equipment — Allowance for Depreciation . 


2,000 

120 

Accounts Payable 


6,700 

150 

Notes Payable 


10^000 

160 

Payroll 


'300 

165 

Taxes Payable 


500 

180 

Capital Stock 


30,000 

190 

Retained Earnings 


1,350 

245 

Store Wages and Salaries 

7,000 


246 

All Other Store Costs 

2,000 


255 

Office Wages and Salaries ....... 

3,000 


256 

Ail Other Office Costs 

1,000 


265 

Delivery Wages 

2,000 


266 

All Other Delivery Costs 

2,000 


275 

Administration Salaries 

4,000 


276 

All Other General and Administration Costs . 

1,900 


281 

Advertising and Sales Promotion ..... 

2,000 


284 

Rent of Building 

2,400 


290 

Tax Costs 

3,000 


300 

Sales 


70,000 

320 

Interest Charges . . . . . . 

200 


325 

Interest Revenue . . . . . . . ... 


150 



$121,200 

$121,200 


with the balances o£ the accounts of the subsidiary ledgers tabulated 
in the form of supporting schedules. The arrangement of account 
titles usually follows their order in the ledger. In the example on 
this page the accounts which are primarily of position-statement 
character are presented first, followed by the current cost and rev- 
enue accounts. In this example the use of the “all other'’ titles is for 
the purpose of simplifying the illustration, not to suggest that such 
comprehensive accounts are a desirable feature of actual practice; 
each of such accounts given should be thought of as representing a 
more or less numerous group of operating accounts. 
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The trial balance, as was pointed out in Chapter VII, has two main 
functions: (i) it serves to demonstrate the columnar accuracy or in- 
accuracy of the accounts as recorded; (2) it furnishes a convenient 
transcript of the ledger to serve as a basis (when coupled with the 
data of valuations, accruals, etc.) for the preparation of the financial 
statements. The first purpose may call for the preparation of such 
a summary monthly, weekly, or even (in rare cases) daily; the second 
requires the preparation of the trial balance only at the close of each 
regular fiscal period. 

The importance of the trial balance as a means of checking the 
bookkeeping processes of recording debit and credit entries and of 
assembling these entries in ledger columns has been stressed earlier. 
There remains to be discussed here the problem of discovering errors 
when the trial balance fails to prove, and the limitations of such 
proof as an indication that the underlying accounting has been ac* 
curate and sound. The importance of the ledger summary in the 
work of making adjusting entries and preparing statements will be- 
come apparent as these subjects are considered in this and later 
chapters. 

Discovering Errors. If the trial balance fails to prove upon the first 
attempt it is evident that one or more errors has been made. The 
only sure method of finding errors is to check each page of the 
journals, check the entire process of posting, verifying interim ledger 
footings and forwardings, and recalculate the final footings. This 
means a great deal of additional work, but there is no royal road to 
the discovery of errors. In this connection the importance of ac- 
curate work in the original processes of journalizing and posting 
requires emphasis. Each columnar journal page or other form of 
medium used should be carefully proved, as the work progresses, to 
avoid the perpetuation of errors in the ledger, and great care should 
be taken to insure compieteness and accuracy in the work of trans- 
ferring individual entries or totals to the ledger. The bookkeeper 
saves time in the long run by taking particular pains with the original 
recording. The use of machine methods of computing and record- 
ing tends both to prevent errors and to disclose promptly such mis- 
takes as are made. An adequate system of continuous internal audit 
and check is also of assistance in this connection. 

If the difference between trial balance footings is an even number 
the error may sometimes be located by dividing this difference by 
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two and then glancing through the trial balance or through the 
books to see if there is an item of this amount. If such a figure is 
discovered it is probable that it will be found in the wrong column, 
where it would evidently cause a difference between column totals of 
just twice its amount. If half of the difference between the debit and 
credit totals is an unusual amount the bookkeeper may be able to 
recall meeting an item of this amount, and thus be able to trace the 
error back to a particular transaction or posting. This suggestion, of 
course, applies primarily to the pen-posted books of comparatively 
small concerns. 

If the difference between the debit and credit totals of the trial 
balance lies in one digit only it is very likely that the error is arith- 
metical, and can be disclosed by a careful checking of trial balance 
and, if necessary, ledger calculations. In fact, the error or errors is 
likely to be of this type if there are differences in several figures pro- 
vided a number of corresponding digits— particularly those of the 
cents columns— are the same. In this connection it may again be 
noted that if the trial balance is prepared in terms of net debit and 
net credit balances, rather than total footings, great care should be 
taken in calculating account balances, particularly if this process is 
attempted without the aid of a machine. 

Errors are often due to transposition of figures in copying, to im- 
proper location of decimal point, and to the insertion or omission of 
figures, particularly zeros. The error is likely to be of this class, it 
has often been pointed out by those mathematically inclined, if the 
difference between the provisional trial balance totals is divisible by 
nine. This test, however, is of no value where more than one mis- 
take has been made. Further, the discovery that an error of this 
type is involved is likely to be of little help in locating the actual 
mistake. 

Accounts containing large errors may often be isolated merely by 
scrutinizing carefully the trial balance figures, account by account. 
If the merchandise account, for example, shows an absurdly large or 
small figure the fact should be at once apparent to the experienced 
bookkeeper, assuming that he is familiar with the operating condi- 
tions of the particular enterprise. 

In compiling the trial balance care should be taken to see that no 
open accounts are omitted and that any accounts that are omitted 
actually are in balance. It is of course necessary that the footings of 
any journal columns or other specialized records used in lieu of 
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ordinary ledger accounts should be included in the general trial 
balance. Further, where controlling accounts are represented in the 
trial balance the supporting subsidiary accounts must be excluded if 
duplication is to be avoided. 

A not uncommon mistake which may be. rather difficult to locate 
is the failure to post a particular item from a journal entry compris- 
ing several figures. If there is an omission in the folio column of the 
journal such an error is readily disclosed by an examination of this 
column in the journal. If, however, the entry has been checked as if 
posted, when posting has not actually been accomplished, nothing 
short of a systematic checking of the process of posting will locate the 
omitted item. 

Limitations of Ledger Proof. It needs to be pointed out that not 
all errors, in the broad sense, are brought to light or indicated by the 
failure of the trial balance of ledger entries to prove. The trial bal- 
ance footings may be precisely equal although the accounting is 
seriously defective. The fact that the trial balance proves simply 
demonstrates the columnar harmony of the books; it shows that 
debits equal credits, nothing more. 

A serious error not disclosed by the trial balance is the complete 
omission of the record of a particular transaction. Suppose, for 
example, that a customer pays cash on account and that the book- 
keeper embezzles the amount and makes no entry whatever. Clearly 
the accounts would not be correct although the equation of debits 
and credits would be in nowise disturbed. Without any system of 
internal check such an error would be discovered only through the 
insistence on the part of the customer, later, that the amount in dis- 
pute had been paid. If the entry were omitted through carelessness 
without accompanying embezzlement, the count of cash would of 
course disclose an overage, although this would not of itself indicate 
the precise origin of the discrepancy. 

Improper classification of entries with respect to particular ac- 
counts and types of accounts does not disturb the trial balance proof 
provided the columnar classification is correct. The cost of an addi- 
tion to plant, for example, may be charged to current maintenance 
account. This is an error in the most fundamental sense and if not 
corrected will affect the integrity both of the income statement and 
the statement of financial condition. But such improper treatment 
of a cost incurred will evidently have no effect upon the equality of 



PERIODIC PROCEDURE AND ANALYSIS 


365 


debit and credit totals. Charging the cost of a salesman’s salary to 
an account intended to be restricted to salesmen’s traveling expenses 
is an illustration of a less serious mistake of this order which would 
not be disclosed by taking a trial balance. 

The wrong account may be charged or credited purely as a result 
of carelessness. If a particular customer, for example, pays his ac- 
count and the account of another customer is credited, a mistake has 
occurred which is likely to be very annoying and yet which does not 
disturb the equation of column totals. In this situation, further, the 
controlling account in the general ledger is not affected by the 
error. Another case of this type of error is occasionally found in 
banking when checks are charged to the wrong depositor’s account. 

If the same error is made on both sides in recording a transaction 
the trial balance will still show equal footings. Suppose, for ex- 
ample, that a sale on account is not correctly calculated, or is not 
correctly copied from the invoice, and that the wrong amount is ac- 
cordingly charged to the customer and credited to revenue. Such a 
mistake evidently does not disturb the equation of debits and credits 
and might indeed never be discovered. Similarly, if the debits and 
credits of a particular transaction are interchanged an identical error 
is made in each column. Rare cases are reported where the trial 
balance has shown that column totals were equal notwithstanding 
the existence of a number of unrelated mistakes. 

Making the ledger prove is not the final end and goal of account- 
ing, as some bookkeepers seem to think, notwithstanding the im- 
portance of this test of the integrity of the recording operations. 
Accuracy in the full sense, as has just been indicated, is not demon- 
strated by the maintenance of the equation of debits and credits, and 
in some cases the time and effort spent in locating small errors— for 
which an adjustment might have been readily made— seems hardly 
justified. On the other hand it is often true that what appear to be 
minor errors are the resultant of many serious blunders, and lax 
treatment of discrepancies is accordingly a dangerous practice. It is 
also a familiar fact that where errors are found in the main technical 
scheme of entries as recorded, the more serious faults of omission and 
improper classification by accounts are likely to be present. 

Valuations and Accruals. The fourth step in the cycle of operations 
listed on page 359— “ascertaining and interpreting the supplementary 
data required for periodic adjustments”— covers a great deal of ter- 
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ritory and is of vital importance. It is precisely at this point that the 
limitations of bookkeeping records and procedures— however highly 
perfected— become apparent and the judgmental and analytical 
aspect of accounting assumes a dominant role. The ledger accounts 
as they appear in the trial balance are commonly incomplete in that 
the utilization of goods and services in production has not yet been 
fully recognized and, what is more important, the assignment of 
costs to current revenues has not been effected. A process of valua- 
tion and interpretation is indispensable if these gaps in the record of 
the affairs of the enterprise are to be properly closed. Moreover, 
with respect to the contractual services which are primarily on a time 
basis it is seldom that the day-to-day recording of transactions results 
in a full recognition, precisely to the end of the accounting period, 
of the costs and payables incurred and revenues and receivables 
accrued. ' 

The general status of the accounts at the close of the period, and 
the nature and extent of the adjustments consequently required, 
vary between enterprises. In most lines, particularly in the case of 
the smaller companies, the work accoiiiplished prior to the date of 
the trial balance is largely restricted to a more or less adequate record- 
ing of explicit business transactions— purchases, sales, collections, etc. 
In manufacturing and to some extent in other fields, on the other 
hand, systems of continuous inventory and cost analysis have been 
established by many concerns which provide for regular recognition, 
at least in part, of the effects of internal operations, and which may 
include the assignment of certain types of cost to current revenues 
before the end of the period. In such circumstances the work of 
valuation and accrual is modified in accordance with the cost pro- 
cedures in effept. But even in the case of the most complete cost 
systems not all types of valuation and analysis are fully taken care of 
from day to day, and in any event a periodic overhauling is necessary 
as a means of verifying the work which has been done. 

Scope of Valuations. One of the principal valuation problems is 
the measuring of depreciation— that part of the cost of plant assets 
which is assignable, first, to operations and, finally, to revenue charges 
(ignoring for the moment the possibility of treatment as an outright 
loss). The determination of depreciation is in part a matter of 
physical examination and appraisal, and in part a question of long- 
run analysis and financial policy. The crux of the problem is the 
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estimate of service life and salvage or residual value in view of the 
nature of the asset, the conditions of maintenance, the status of the 
enterprise, and all other pertinent data. Scarcely less difficult and 
important is the selection of a method or system of spreading the cost 
to be amortized in a reasonable manner over the expected life. The 
quantitative importance of the depreciation charge varies with the 
nature of the enterprise. Where production requires the use of ex- 
tensive plant facilities, as in the railway and other utility fields, this 
factor is a major cost of operation; in many trading enterprises, on 
the other hand, depreciation is a relatively minor cost. Except for 
the process of accruing depreciation, it should be added, revaluation 
of depreciable assets is undertaken only on special occasions. 

Ascertaining the value of goods on hand at the close of the period 
represents a second major valuation problem. In many trading and 
manufacturing concerns, indeed, the determination of inventories is 
the central adjustment, outweighing all other valuations and accruals 
employed in finding the amount of net income, and in ail enterprises 
wffiose operations involve the use or handling of such assets in con- 
siderable volume the inventory is a factor of importance. The work 
of measuring the inventory consists of two principal tasks: (1) finding 
the physical quantities, properly classified; (2) translating these 
quantities into value terms through a sound system of cost allocation 
and pricing. The first task requires careful preparation, including 
the development of suitable forms, and accurate methods of enumer- 
ating, weighing, etc., and of compiling and tabulating. The second 
phase of the work likewise requires suitable forms, and efficient and 
accurate procedures. Pricing the inventory also involves the selec- 
tion of a sound basis of valuation, and discriminating application of 
such base. For the time being it will be assumed that actual cost is, 
in general, the proper evidence of the value of standard goods on 
hand. Special adjustments are necessary in the case of damaged or 
obsolete stock. 

Land is subject to changes in market value but accounting ordi- 
narily does not attempt to follow these changes from year to year. 
In the case of w^asting assets such as mineral deposits the amount of 
depletion must be regularly recognized, and other adjustments may 
be justified in some circumstances. Intangible assets such as patents 
and other terminable rights must be regularly amortized, but amorti- 
zation is not required in the case of intangible values that may be 
expected to persist indefinitely. 
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Cash is seldom subject to valuation in the ordinary sense, although 
adjustments for shortage or overage, and for special deductions 
arising in connection with the bank balances, may be needed. The 
valuation of accounts receivable is primarily a matter of proper al- 
lowance for bad debts, discounts, etc. In the case of current notes 
and bills the factor of accrued interest is important. The valuation 
of securities held is a special problem. For securities not readily 
marketable the retention of cost figures, barring unusual circum- 
stances, is generally conceded to be expedient, and even in the case 
of marketable investments many accountants favor periodic report- 
ing at cost, with estimated market values shown parenthetically on 
the position statement. Prepayments for insurance and other serv- 
ices must be apportioned between periods and aiso~in some cases— 
between inventories and expenses. 

Depreciation, inventory pricing, and other valuation problems re- 
ceive further attention in later chapters. 

Adjusting Entries, The entries required to introduce into the ac- 
counts the supplementary data of valuations and accruals are com- 
monly referred to as “adjusting entries.” Such entries have for their 
essential purpose the completing and clarifying of each ledger ac- 
count from the point of view of the preparation of the periodic 
statements, the income statement and position statement. Although 
not bulking large as a rule in the total volume of entries recorded 
throughout the period, the adjusting entries represent perhaps the 
most critical and significant stage of the entire procedure. 

In general the regular processes of journalizing and posting should 
be utilized in recording the adjustments in the accounts. An ad- 
justment, that is, should be viewed as an actual transaction, for 
accounting purposes, and should be dealt with accordingly. For 
certain types of situations direct ledger recording as in the case of 
balancing entries is feasible, particularly where mixed accounts are 
employed, but this form of procedure is not recommended. The 
convenient type of journal for adjustments is the simple, two-column 
form, rather than the specialized media. In setting up adjusting 
entries it is desirable that full explanations be attached and that all 
supporting calculations and schedules, together with written authori- 
zations, be carefully filed. 

In terms of types of entries required periodic adjustments may be 
grouped as follows: 
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1. Recognition of charges and liabilities incurred and not booked in full, and 
adjustment of nominal cost and liability figures on account of discounts, allowances, 
etc. 

2. Reclassification of cost data to indicate utilization in operating processes. 

3. Division of costs incurred, whether in original or reclassified form, between 
asset balances on the one hand and income statement accounts on the other. 

4. Reflection of accrued receivables and earnings on the books. 

5. Adjustment of gross revenue and receivable figures in view of mode of settle- 
ment, returns, guaranties, uncoiiectibility, etc. 

6. Write-off of assets — receivables, securities, plant, etc. — following establishment 
of estimated allowances, and write-off where no provision has been made. 

7. Evaluation of securities, land, plant, and other assets in terms of effect upon 
the proprietary equity. 

8. Restatement of the proprietary equity (e.g., the segregation of a portion of 
retained earnings in a special account). 

9. Correction of ordinary errors. 

This list is sufficiently exhaustive to cover virtually all cases. A 
particular adjustment, of course, may represent a combination of 
two or more types. 

Adjusting Entries— Discussion of Main Types. The first type of 
adjustment listed above (excluding the entries required in connec- 
tion with the booking of nominal figures for costs and payables, 
discussed in Chapter XIV) represents the completing of the process 
of recording commodity and service costs incurred, with the related 
liabilities, to the end of the period. It often happens, for example, 
that not all purchase invoices have been entered in the accounts by 
the end of the period— as a result either of unusual delays or the 
ordinary lag in the process of checking and recording. Moreover, 
under some circumstances goods in transit are viewed as the property 
of the buyer and hence as costs of the current period. Adjustments 
to take care of such conditions should generally be recorded in the 
same manner as other purchases, through the use of the regular forms 
and records employed. In terms of general-ledger entries the adjust- 
ment consists of a debit to merchandise or other appropriate account 
and a credit to accounts payable. Similarly, in most cases, services 
will have been received from employees which have not been recog- 
nized in full and appropriate adjustments must be made to complete 
the record. There is also the need for accruing rent, tax charges, 
etc. to the end of the period. A number of examples were given in 
Chapter XV. 

The second and third classes of adjustments as listed are closely 
related as a matter of procedure and taken together constitute the 
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most important group in the typical case. Examples of the second 
class are the application of the costs of transportation, storing, etc. to 
merchandise or materials accounts, and the transfer of the costs of 
labor, materials, etc. to work in process. The third class includes the 
conversion of original cost factors at the proper time directly into 
revenue charges, as in the case of the utilization of shipping supplies 
and depreciation of delivery equipment, the charging of costs in- 
curred to expense, without conversion, on the ground of expediency, 
as is usually done for office and administrative charges, and the divi- 
sion of accounts showing accumulated costs of merchandise between 
inventory balance and cost of sales. 

Some accountants would object to a definition of adjustments so 
broad as to cover all entries representing the 'Internal transactions” 
—the reclassification of costs incurred including division of costs 
between income-statement and position-statement elements. The 
reasonable position to be taken depends on the circumstances. For 
concerns which attempt little by way of a day-to-day cost accounting 
such tracing of costs as is made at the end of the regular period may 
well come under the head of adjustments. In the case of manu- 
facturing concerns employing systematic cost procedure, on the other 
hand, there is slight justification for the treatment of all entries cov- 
ering departmental cost classification and the various steps in the 
accumulation of charges to work in process, finished goods, and, 
finally, factory cost of sales as "adjustments.” In such situations the 
adjusting entries are merely those necessary to complete the process 
of cost accounting to the closing date and recognize changes based 
on the periodic valuations. 

A number of examples of the recognition of interest accrued re- 
ceivable, falling in group four, have been given in earlier chapters. 
In all cases of this class the adjusting entries involve a charge to an 
accrued receivable and a credit to a revenue account. Adjustments 
of the fifth class have been illustrated in Chapter XVII. The entries 
for this type usually simmer down to a charge representing an offset 
to gross revenue and a credit representing either a contra to receiv- 
ables or a special form of liability. The write-off of assets, the sixth 
type, is recorded by a credit to the asset account, an appropriate debit 
to the contra allowance account, and an adjustment of current in- 
come or retained earnings, according to the circumstances. 

The revaluation of assets to give recognition to market value or 
other form of present value as determined by appraisal or otherwise 
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(group seven) is an important question which has been the subject 
of a great deal of discussion and debate in recent years. This ques- 
tion, however, involves serious problems of policy and procedure 
and cannot be considered here. For the present it is sufficient to note 
that occasions for adjustments under this head are not uncommon. 
Discussion of restatements of the proprietary equity in connection 
with such transactions as stock dividends, reserve accumulations, etc. 
(group eight) must also be postponed, for the most part, until there 
is an opportunity to develop the subject of corporation accounting 
more intensively. 

Adjustments representing corrections of errors (group nine) are 
made either by reversing entries improperly made and recording the 
correct entries, or by making an appropriate net adjustment. As- 
sume, for example, that on the books of the M Co. in recording the 
borrowing of 1 1,000 from the bank on the Company’s own note the 
amount of $1,000 was credited to notes receivable rather than to 
notes payable. The adjusting entries, upon discovering the error, 
would be: 

Notes Receivable $1,000 

Notes Payable $1,000 

The method of net adjustment is applied here, as there is evidently 
nothing to be gained by disturbing the cash account, which is correct 
as it stands. Where books are out of balance and the discrepancy 
cannot be definitely traced it is sometimes necessary to make a net 
adjustment of retained earnings on the basis of the verified current 
status of assets and liabilities. 

Closing Entries. After all adjustments have been recorded each 
ledger account should represent a clear-cut condition or status hav- 
ing a definite relation to the income report or to the position state- 
ment. The next step is “closing,” the preparation and recording of 
the entries necessary to summarize all income statement data and 
incorporate the final effect in the proper equity account or accounts. 
When this process has been completed, including the ruling and 
balancing of all accounts, the ledger is again reduced to its lowest 
terms, displaying only asset, liability, and proprietary balances (in- 
cluding the permanent or long-term contra accounts). As in the case 
of adjusting entries it is recommended that closing entries be re- 
corded by means of the regular processes of journalizing and posting. 
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Here, too, the most suitable medium is the simple, two-column 
journal form. 

The closing entries required in the typical case may be outlined 
under the following stages or steps: 

1. Closing current contra accounts modifying revenues or costs to the parent 
accounts. 

2. Transferring all revenue balances to a suitable summary account. 

3. Transferring all expenses, losses, and taxes to a suitable summary. 

4. Closing the balance of the expense and revenue summary to the income sum* 
mary account. 

5. Transferring interest and dividend charges to the income account. 

6. Closing the balance of the income account to retained earnings. 

In connection with this outline it should be noted that while the 
order given is generally satisfactory it would not be necessary to 
adhere to it precisely in all cases. Attention should also be called to 
the possibility of elaborating the procedure, particularly in the third 
and fourth steps, through the use of one or more levels of intermedi- 
ate summaries. In large concerns, further, where there are numerous 
departments, branches, and other types of divisions, there may be a 
separate process of closing up to a certain point for each such section 
of the business. 

The distinction between adjusting entries and closing entries 
should be emphasized. The former are made for the purpose of 
recognizing facts not present in the trial balance in any form, and of 
clarifying and passing judgment upon the final disposition— in the 
statements— of data already recorded. The latter represent the 
largely clerical process of transferring and summarizing recorded 
figures whose character has been fully determined and revealed. 
The distinction, however, although clear in principle, is not hard- 
and-fast at all points in actual practice. For example, the transfer 
of office expense to the operating summary is a closing operation in 
so far as it represents mere shifting from page to page in the process 
of summation; it can be viewed as an adjustment to the extent that it 
reflects a judgment to the effect that this item of cost is not assignable 
to inventories and is chargeable in full to the revenues of the current 
period. Notwithstanding these difficultievS of definition, and the fact 
that it makes little difference which label is attached to a partiailar 
step in the procedure, the general distinction is useful in facilitating 
an understanding of the periodic operations. 

Closing entries as defined here should not be confused with bai- 
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ancing entries employed in the process of footing, ruling, and redat- 
ing. As has been explained, in balancing ledger accounts at the close 
of the period (or on any other occasion when it may be desirable to 
strike a balance in formal fashion) it is common practice to equate 
the two sides and display equal final footings by adding the actual 
balance to the opposite side, whichever that may be, the balance then 
being rewritten below the ruled footings. This operation serves to 
reduce the account to its lowest arithmetical terms and to indicate 
sharply the advent of the new period. It is worse than waste motion 
to attempt to journalize such balancing figures (although this is pos- 
sible, as has sometimes been suggested, by posting the balance shown 
above the footings as of the last day of the current period, and posting 
the balance below the footings as of the opening of the succeeding 
period). A balancing operation is confined to a single account and 
brings about no actual change in the status of that account. There 
is, therefore, no reasonable sense in which mere balancing can be 
viewed as a transaction, technical or otherwise, reciuiring journaliza- 
tion and posting. In the case of true closing entries, on the other 
hand, at least two accounts, on different pages or sheets, are affected 
in each case, and where such entries and the accounts involved are 
numerous there is some gain from a clerical point of view in making 
use of the regular mechanism in recording. Further, the closing 
entries, set up in journal form, constitute a systematic showing of 
the process of closing, which would otherwise be buried in entries 
scattered throughout the ledger. This is an important point in 
connection with the tracing or checking of the periodic operations. 

Closing Entries Illustrated. As an example of the closing of a contra 
revenue account assume that the sales-discouiit account of the M Co., 
after all adjustments have been recorded, shows a debit balance of 
12,000. The proper closing entries are as follows: 

Sales .... . . . . ^2,000 

Sales Discounts , . . , . . . ... . . $2,000 

It would be no serious blunder in this case to close discounts directly 
to a summary account (intermediate or final), but there is some point 
in handling the matter in such a way as to disclose net adjusted 
sales in the main sales account. 

To illustrate the second step listed on page 372, assume that after 
ail adjustments, including closing of modifying contra items, the 
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sales account' of the M Co. shows a credit balance of |75,000. The 
closing entries then are: 

Saks , . . . $75,000 

Expense and Revenue $75,000 

If an intermediate departmental summary were employed the ad- 
justed departmental sales figure would of course be closed to such 
a summary rather than to the main expense-and-re venue account. 

Step three may be illustrated by assuming that advertising expense, 
adjusted, stands at |i,000. The closing entries are: 


Expense and Revenue. . $1,000 

Advertising Expense .......... $1,000 

The question of departmental differentiation may also arise in this 
connection, and the general procedure indicated must be appropri- 
ately modified where departmental grouping is in effect. Further, 
an intermediate summary designed to show all selling costs, for the 
department or for the business as a whole, might be used, and in this 
case advertising would be closed to such summary, thus finding its 
way indirectly, by two steps, to expense and revenue. 

To illustrate the fourth step, assume that expense and revenue, 
after ail transfer entries have been made, shows a credit balance of 
$5,000. Clpsing this balance to the income account is accomplished 
by posting the followdng: 

Expense and Revenue. $5,000 

Income $5,000 

The fifth step may be illustrated by assuming that the interest 
charges, after adjustments, stand at $500. The closing entries are: 

Income ... . . . . . . . . . . . . $500 

Interest Charges $500 

Finally, if the income account after all adjusting and closing entries 
have been posted shows a credit balance of $4,000, the entries to close 
to retained earnings are: 

Income $4,000 

Retained Earnings 


$4,000 
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Extent of Adjusting and Closing Entries. A primary question in 
setting up adjusting and closing entries has to do with the degree to 
which the kind of classification and analysis which it may be desirable 
to display in the financial statements and supporting schedules 
should be reflected in journal and ledger procedure. How elabo- 
rately shall expenses and revenues be classified in formal accounts? 
To what extent shall functional and departmental groupings be em- 
phasized in adjusting and closing? Shall the order and extent of ad- 
justing and closing entries be such as to reflect each step and stage 
in the flow of values, and all relationships involved, as implied in the 
judgments and analyses employed in ascertaining the valuation and 
accrual data? The answers to such questions, as in the case of all 
questions of account classification, depend primarily upon the na- 
ture and size of the concern, the form of organization employed, and 
the consequent peculiar needs of owners and managers. As far as 
adjusting and closing operations are concerned, the procedure will 
be largely dictated by the extent to which costs as incurred and reve- 
nues as originally booked are classified and subdivided. The use in 
these operations of large numbers of additional accounts, not re- 
quired through the period, is unnecessary and should be avoided. 
On the other hand, it is unwise to restrict the number of temporary 
accounts employed to a point which results in the obscuring of the 
crucial periodic processes. Overelaboration is on the whole a less 
serious mistake than extensive use of mixed accounts and other means 
of condensation. 

It is often said in accounting circles that the extent of ledger classi- 
fication and procedure, particularly with respect to adjusting and 
closing, is not a matter of much importance provided the statements 
and reports themselves are well prepared. No doubt this is true, but 
it should be remembered that sound statement construction can 
scarcely be built upon illogical and inadequate compilations of un- 
derlying data, and that systematic and complete procedure ail along 
the line, including periodic operations, can be expected to foster 
effective work in the final and most significant task, the preparation 
and issue of the reports to owmers, managers, and other interested 
parties. 

Defining Accounts in Adjusting and Closing. It was pointed out in 
Chapter VI that although the distinctions between a current cost as 
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incurred, a current cost chargeable' to some type of inventory such 
as work in process, and the amount of such cost, if any, assignable to 
the revenues of the period are clear in principle, a particular operat- 
ing account throughout most of its history may represent an undis- 
tributed combination of the three phases of cost, and hence not be 
easily defined either as an asset account or as an expense account. 
At the close of the period, however, in connection with the prepara- 
tion of adjusting and closing entries, it is necessary to reach a decision 
as to the function to be performed by each account appearing in the 
trial balance, as such decision is essential to the selection of the addi- 
tional temporary accounts required and the form of entries to be 
adopted. 

The insurance account in the trial balance shown on page 361, 
for example, may be viewed as an asset account representing un- 
expired premiums, in which case it will be necessary to remove from 
the account any amount of expired premiums involved, or it may 
be permitted to serve as the expired insurance account, which will 
require the carrying of any element of prepayment found therein to 
another account with an appropriate label. Under either treatment 
the outcome is the same: (1) the unexpired insurance is isolated for 
statement purposes; (2) the amount expired is distinguished for in- 
clusion in expenses (if deemed to be fully applicable to the 
revenues of the period) or for division between the amount assign- 
able to inventory accounts and the portion chargeable to revenue. 

A similar question of procedure arises in the case of the accounts 
with supplies, office wages and salaries, and other classes of operating 
charges shown in the trial balance referred to. See the illustrative 
problem in the following chapter. Any treatment applied should of 
course harmonize with the accounting methods in effect during the 
period and must make correct use of the adjustment data available. 

Under some systems balances at the close of the period representing 
unexpired insurance, supplies, and other minor assets are set up in 
special accounts which are then allowed to remain inactive during 
the ensuing period, all further costs incurred being charged to re- 
lated current operating accounts. The adjusting entries where this 
general plan is employed may take either of two forms: (1) a net debit 
or credit to the asset account and a complementary entry to the 
operating account to increase or decrease the asset to the new level; 
(2) a credit to the asset account and a debit to the related operating 
account for the opening balance followed by a debit to the asset 
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account and a credit' to the operating 'account for the new balai'ice. 
To illustrate, assume that the M Go. in its first period o£ operation 
charges all oil, gas, and other delivery supplies directly to delivery 
expense, and that at the end of the period an inventory is taken 
which shows supplies of this class on hand to the amount of |200. 
The following are the adjusting entries; 

Delivery Supplies . . $200 

Delivery Expense . . . ......... $200 


Assume further that during the following period such supplies are 
again charged as acquired to delivery costs and that the concluding 
inventory is |300. The adjusting entries may take the form of a net 
adjustment, as follows: 




Delivery Supplies . , ... . . . . . . . 1100 

Delivery Expense , . . . , . ' . 


$100 


Or, if it is desired to reflect in the procedure the probable consump- 
tion of the initial inventory and the establishment of the new in- 
ventory in full out of current costs incurred, the adjusting entries 
may be as follows: 

( 1 ) 

Delivery Expense . ... . . . , . . . . $200 

Delivery Supplies . . . . . . . . ... 

To record using of supplies in beginning inventory 

( 2 ) 

Delivery Supplies . . , . . . ■ , ■ . . . . . SOO 

Delivery Expense . . , . . .... . . 

To adjust total charges to delivery expense account for sup* 

plies on hand 

Both procedures, obviously, have the same effects. 

In some cases the important element of materials or merchandise 
is handled according to the procedure just indicated through the use 
of a merchandise inventory account to display periodic balances on 
hand and a current cost or ‘‘purchases” account to show amounts 
acquired during the period. See discussion in Chapter XXV, 

The use of “mixed” accounts— accounts regularly employed to 
show two or more distinct elements— gives rise to balances in the 
trial balance which are difficult to interpret without a full knowledge 
of the component elements and the procedure employed throughout 
the period. This is especially the case where the day-to-day account- 


$200 


300 
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iiig is primarily on a cash basis. Suppose, for example, that the M 
Co. at the conciusion of its first period of operation set up a liability 
for accrued interest of |100, and that during the ensuing period all 
payments on account of interest, to the amount of |300, are charged 
to this liability account, no regular accrual of the current interest 
being recorded. Under these conditions, evidently, the trial balance 
at the close of the second period will show an interest liability ac- 
count with a debit balance of $200. If at this point the amount of 
accrued interest is $150, the adjusting entries, assuming that it de- 
sired to continue to use the original account to show the periodic 
liability, are as follows: 


interest Charges . . . S350 

Interest Accrued Payable $350 


This entry charges income with the full amount of interest accrued 
during the period (the amount paid, $300, less the amount owed at 
the beginning of the period, $100, plus the accrued liability at the 
end of the period, $150). 


Questions 

1. What is meant by the “period” in accounting? What phase of accounting 
work is peculiarly periodic? 

2. List the principal steps or stages which comprise the cycle of accounting 
operations. 

3. Discuss the relation of the accountant to the process of valuation. 

4. What arc the main functions of the trial balance? Contrast trial balance 
and position statement or “balance sheet.” 

5. Discuss the importance of accuracy in accounting and indicate some of the 
means by which errors may be located. Illustrate several kinds of errors which are 
not disclosed by “proving” the ledger. 

6. What, in general, are the two main valuation problems which must be con- 
sidered at the close of each period? 

7. What is meant by “adjusting entries”? List the principal types and illustrate 
each. . 

8. Define and illustrate “closing entries.” Is the distinction between adjusting 
and closing entries hard and fast? Explain. 

9. What is meant by “balancing entries”? Why is it not necessary to pass such 
entries through the journal? 

10. “Shall the order and extent of adjusting and closing entries be such as to 
reflect each step and stage in the flow of values, and ail relationships involved?” 

11. Discuss the problem of defining aceouhts in the process of adjusting and 
closing. 
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Supplementary Data. The outline of adjusting and closing entries 
in the preceding chapter is here applied to a comprehensive example. 
Assume in the case of the A. B. Smith Co. that the trial balance (on 
page 361) is taken at the end of an accounting period of one year, 
and that the process of valuation, accrual, analysis, and verification 
results in the following supplementary data. 

(1) The audit and count of cash in office shows a shortage of $1; under the 
procedure in effect the Company assumes the burden of this shortage. 

(2) Bank statement for December, 1949, shows service charges deducted, and 
not yet recorded in Company accounts, of $5; outstanding checks, recorded in 
Company accounts but not paid by bank at close of business December 31, $800. 

(3) Interest coupons on bonds owned amounting to $50 are collectible January 
1,1950. 

(4) Credit balances of particular accounts in customers* ledger total $200. 

(5) It is estimated that the allowance for bad debts should be increased by 1 % 
of credit sales for year ($60,000) ; it is also decided that specific accounts of custom- 
ers totaling $500 should be written off as worthless. 

(6) Interest is accrued on notes receivable to December 31 of $20; all notes re- 
ceivable are considered to be collectible. 

(7) Merchandise inventory on December 31, 1949, priced at net invoice cost, 
and including a proper estimate of transportation charges and other applicable 
costs, is $14,500. 

(8) On January 1, 1949, store, office, and delivery supplies were on hand in the 
amounts of $225, $75, and $200, respectively; during 1949 ail supplies purchased 
have been charged to the appropriate ‘‘all other’* accounts; inventories of store, 
office, and delivery supplies at the close of business December 31, 1949, are $175, 
$100, and $125, respectively. 

(9) Examination of insurance register and other data shows that the amount of 
insurance prepaid or unexpired on December 31, 1949, is $400. 

(10) Annual depreciation rates applicable to cost are 6% for store equipment, 
8% for office equipment, and 20% for delivery equipment. A typewriter was pur- 
chased on July 1 at a cost of $100, and on the same date an old typewriter — with a 

379 
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gross book value on Jan. 1, 1949, of $75 and a net book value on the same date of 
15 — sold for $10, cash. The retirement of the old typewriter was recorded 
by a debit to cash of $10, a debit to allowance for depreciation of 165, and a credit 
to office equipment of $75, and no correcting entries have yet been made, 

(11) A bill for auditing services rendered in the amount of $400 was received 
from White & White on December 31, 1949, and has not yet been recorded, 

(12) Service of employees have been received which have not yet been recorded, 
as follows: store, $200; office, $100; delivery, $50; administrative, $250. The 
total amount of taxes on employees applicable to these accruals which must be 
withheld and remitted by the employer is $65. 

(13) On January 1, 1950, interest on notes is payable in the amount of $200 and 
principal is payable in the amount of $2,500. 

(14) Contract with owner of building calls for rent of $2,400 per year payable 
monthly in advance. 

(15) Taxes accrued and not yet recorded, including estimated income taxes 
applicable to the year 1949, total $3,000. 

(16) On December 31, 1949, the board of directors declared dividends of $2,500, 
payable January 10, 1950, to stock of record December 31, 1949. This action has 
not yet been recorded. 

Adjusting Entries. The adjusting entries, in view of these data, are 
as follows: 


( 1 ) 

All Other General and Administration Costs. ... I 1 

Cash . $ 1 

To recognize cash shortage as an incidental cost 

( 2 ) 

Ail Other General and Administration Costs .... 5 

National City Bank-Commercial Account . . . 5 

To recognize service costs shown by bank statement 

(3) 

Interest Accrued Receivable . 50 

Interest Revenue . . 50 

To accrue interest on bonds 

(4) 

Accounts Receivable . 200 

Advances by Customers . ..... . ’ . 200 

To set up credit balances in customers’ ledger as a lia- 
bility 

(5) 

Sales — Bad Debts Adjustment 600 

Allowance for Bad Debts ........ 600 

To deduct from revenues the estimated applicable 
amount uncollectible 

Allowance for Bad Debts 500 

Accounts Receivable (also specific accounts) . . . 500 

To write off bad accounts 

( 6 ) 

Interest Accrued Receivable 20 

Interest Revenue . 20 

To accrue interest on notes receivable 
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(7) 

Merchandise Cost of Sales . 30,500 

Merchandise 30,500 


To recognize merchandise cost applicable to current 
business 


(8) 

All Other Store Costs 50 

Supplies 

To adjust inventory of store supplies 

Supplies 25 

All Other Office Costs 

To adjust inventory of office supplies 

All Other Delivery Costs ......... 75 

Supplies 

To adjust inventory of delivery supplies 

(9) 

All Other General and Administration Costs . . . 300 

Insurance 

To adjust unexpired insurance account 

(10) 

Ail Other Store Costs 360 

Equipment — Allowance for Depreciation . , . . 

To accrue depreciation on store equipment 

All Other Office Costs 167 

Equipment — Allowance for Depreciation .... 

To accrue depreciation on office equipment 

All Other Delivery Costs 400 

Equipment — Allowance for Depreciation .... 

To accrue depreciation on delivery equipment 

Equipment — Allowance for Depreciation .... 8 

Income on Retirements 

To record income on sale of equipment 


fll) 

All Other General and Administration Costs ... 400 

Accounts Payable (also White & White) . , . . 

To book bill of White & White for audit cost 


( 12 ) 

Store Wages and Salaries ......... 200 

Office Wages and Salaries , . . 100 

Delivery Wages ............ 50 

Administration Salaries 250 

Payroll . . 

To accrue service costs and payroll liability to December 
31 

Payroll 65 

Taxes Payable . . . . . . . . . * 

To charge gross payroll with taxes to be withheld 

(13) 

Interest Charges 200 

Interest Accrued Payable . . . . . 


To accrue interest on notes payable 


50 

25 

75 


300 


360 

167 

400 

S 


400 

600 

65 

200 
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(15) 

Tax Costs 3,000 

Taxes Payable . 3,000 

To accrue taxes applicable to 1949 and not previously 
recognized 

(16) 

Income 2,500 

Dividends Payable 2,500 

To record dividend declaration 

Genera! Comments on Data and Entries. A few general comments 
on the foregoing supplementary data and adjusting entries are next 
in order. The data given, in the first place, are designed to cover a 
fairly wide range of adjustments and hence need not be thought of 
as fully typical of the affairs of the ordinary small concern. The 
statement of supplementary information, in the second place, while 
complete and adequate for the purpose, does not include the calcula- 
tions, schedules, and other details which would be involved. Third, 
in a few cases data are given which are of interest and should be 
available but which are not essential to the preparation of the ad- 
justing entries. An example is the amount of principal due on note 
obligations on January 1, 1950. Fourth, the illustration is designed 
to represent a number of types of procedures, rather than any one 
ideal system. For example, both merchandise inventory and mer- 
chandise purchases are included in a single account, whereas the 
purchases of supplies are charged to current operating accounts and 
a special account is employed to register periodic inventories. Like- 
wise the degree of elaboration in classification of accounts and in 
other respects is not the same at all points. Fifth, in genex'al new 
accounts are introduced in the adjusting entries only in those cases 
where the accounts appearing in the trial balance are definitely in- 
adequate to meet the needs involved. Sixth, very brief supporting 
details are displayed in the adjusting entries as written up, but it 
should be remembered that the adjusting entries are an important 
part of the accounting process and that full expianations and com- 
plete underlying data must be available in convenient form. Sev- 
enth, while the two-column journal form is in general the suitable 
medium for recording adjusting entries, the cash and bank adjust- 
ments given might readily be recorded through the cash records, and 
the booking of the auditing bill and payroll accruals through some 
form of cost journal. 

It should be noted that the numbers used to identify adjusting 
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entries correspond to the numbers employed in presenting the under* 
lying data. 

Discussion of Specific Adjustments. Comments on the specific ad- 
justments made are also required, and the identifying numbers will 
be used for convenience. 

(1) Amount of cash shortage is here treated as a minor item of general expense. 
Use of a special account might be desirable in some cases. 

(2) Bank service costs are likewise included in the “general” account. 

(3) As in other examples, it is assumed for convenience that the full amount of 
interest collectible at the beginning of the following period is accrued at the close 
of business on the last day of the current period. The fact that no item of interest 
accrued receivable appears in the trial balance indicates that there has as yet been 
no recognition of interest accrued receivable on December 31. 

(4) The entries made here follow the method of treatment outlined in Chapter 
IX. 

(5) The end of the accounting period is a convenient time to accrue the esti- 
mated amount of charges to customers made during the period that are uncollect- 
ible. The writing off of specific accounts should be taken care of from time to time 
throughout the year, including the end of the period. 

(6) The amount accrued must be precisely calculated in terms of the conditions 
attaching to each note. From the data given none of these underlying details can 
be determined. The size of the credit to interest revenue shown in the trial balance 
suggests that there has been a considerable holding of interest-bearing receivables 
(including bonds) throughout 1949. 

(7) Where the merchandise inventory is assumed to include any operating costs 
originally recorded in other accounts, the ideal form of adjustment consists of a 
transfer of the total of such costs applicable to merchandise for the period to mer- 
chandise account followed by. the recognition of merchandise cost of sales, as this 
procedure shows all assignable costs chargeable to current sales in the form of the 
cost of merchandise rather than under other heads. 

(8) The supplies account is handled here as an inventory account, with the 
special feature of being related to a number of operating accounts. It is evident 
that the adjustment on December 31 could be accomplished by a net credit to sup- 
plies of SI 00 in lieu of the two credits and one debit shown above. The necessary 
adjustment might also be made by distributing the opening balance among the 
three operating accounts affected, followed by credits to these same accounts and 
a debit to supplies for the amount of the inventory on December 31 . If all supplies 
had been charged to supplies account as purchased, the adjustment would take the 
form of a distribution of the amount consumed to the operating accounts affected. 
It should be noted that if a single supplies account is used to cover three classes of 
operating charges it is necessary to maintain subordinate records to furnish a basis 
for the periodic distribution. 

(9) In the case of insurance it appears that all insurance premiums are charged 
directly to the insurance account and the amount expired is periodically credited 
to insurance and charged to appropriate cost accounts. The entries made in this 
case assume that all of the expired amount is chargeable to expense for the period. 
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This is a com.mon assumption in business practiccj although not always entirely 
reasonable. Use of special account, insurance expense, tnight be desirable in some 
cases. Another possibility ignored here is the departmentalizing of insurance cost. 

(10) If the data given are complete there were no additions or retirements in the 
case of store equipment and delivery equipment, and hence the depreciation charges 
in these cases are ^360 (6% of $6,000) and $400 (20% of $2,000). In the case of 
office equipment the debit figure of $2,100 shown in the trial balance is the resultant 
of an opening balance on January 1, 1949, and a debit of $100 and a credit of |75 
made on July 1 ; hence the opening balance must have been $2,075. Depreciation 
for 1949 on office equipment then amounts to $167 — 8%. of $2,000 plus 4% of $75 
plus 4% of $100. If desired the depreciation on the retired unit for the period of 
use might be separately accrued. The depreciation accrued on the retired item on 
Januax'y 1, 1949, was $70 and the accrual for the period of use from January 1 to 
date of retirement is $3 — a total of $73. It follows that the net book value at date 
of retirement was only $2 and since the unit was disposed of for $10 an item of book 
income from retirement was realized of $8. Correcting entries are necessary to 
close out the balance of the accrued depredation on the retired unit ($73 less the 
$65 already recorded) from the allowance for depreciation, and recognize the cor- 
responding item of income. 

Ill accruing depreciation and making adjustments where additions and retire- 
ments have occurred it is necessary to see to it that depreciation be recognized at 
the prescribed rates on ail the assets in use throughout the period of their use, that 
the full cost of aissets retired be closed from the main asset accounts, and that the 
full amount of depreciation accrued to date of retirement be closed from the contra 
allowance accounts. Reversing incomplete or inaccurate entries previously re- 
corded may be a convenient first step in some cases. 

Use of a “depreciation cost” account, to receive the charge for depreciation for 
the year would be a possibility. Absorbing depreciation in departmental accounts 
is particularly questionable if it means that the amount of depreciation included in 
expenses cannot be determined from an examination of the income statement. 

(1 1 ) This adjustment is simply a “last-minute” recognition of a cost and liability 
incurred. The inclusion of the liability under “accounts payable” assumes the use 
of a broad controlling account such as is common under the voucher system. If the 
bill of White & White had not been received before the end of the period (or before 
the adjustments were completed) it would be necessary to accrue the cost of service 
already rendered by the auditor on an estimated basis. In this event the credit for 
the liability, not yet supported by a definite bill or statement, should be to a special 
accrued liability account, the amount being transferable to accounts payable when 
the statement is received and approved. Similar treatment should be accorded to 
the costs of utility service, advertising, and other special services. 

(12) This example avoids details with I'espect to payroll deductions. In practice 
the liability for taxes withheld must be broken down in terms of the different govern- 
mental entities involved, and separation by types of tax is generally desirable. The 
taxes falling on the employer applicable to this accrual of labor costs must also be 
calculated and recognized. It is assumed here that such taxes are charged to tax 
costs rather than labor costs, and that all accrued taxes are included under (15). 

(13) Since the trial balance shows a debit balance in interest charges of $200 and 
the amount now accrued — and payable the next morning — is also $200 it appears 
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that the notes are aii of one issue with interest payable semiannually at an annual 
rate of 4%. 

(14) The trial balance now shows a debit balance of $2,400 for rent; hence this 
item represents the actual cost of service received for the year and no year-end 
adjustment is required. This conclusion, it may be added, depends upon the 
assumption that the accounts were correctly adjusted at the end of the preceding 
period. 

(15) AH tax charges are lumped in this example. In practice some classification 
is desirable. The tax liability may also require classification, as noted above. 

(16) A special account, dividend charges, might be used, which would then be 
closed into income. Dividends declared are often charged directly to retained 
earnings, but the use of the income account provides for a definite comparsion 
of net income and distributions to capital contributors in the form of interest and 
di\ddends. 

Ciosing Entries. The closing entries for the A. B. Smith Co. on De- 
cember 31, 1949, based on the trial balance in the preceding chap- 
ters and the adjusting entries made above, are as follows: 


(a) 

Expense and Revenue $30,500 

Merchandise Cost of Sales $30,500 

(b) 

Expense and Revenue 7,200 

Store Wages and Salaries 7,200 

(c) 

Expense and Revenue 2,410 

All Other Store Costs ......... 2,410 

(d) 

Expense and Revenue . 3,100 

Office Wages and Salaries . . . . . . . . 3,100 

Expense and Revenue .......... 1,142 

All Other Office Costs ......... 1,142 

(f) 

Expense and Revenue 2,050 

Delivery Wages . 2,050 

(g) 

Expense and Revenue . . . ... . . . . 2,475 

AH Other Delivery Costs . ..... . . 2,475 

(h) 

Expense and Revenue . . . . . ... , . 4,250 

Administration Salaries . . . ... . . . 4,250 

(i) 

Expense and Revenue . . . . . ... » . .2,606 

All Other General and Administration Costs . . . 2,606 
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(j) 

Expense and Revenue 2,000 

Advertising and Sales Pronaotion . . , . . . 2,000 

w 

Expense and Revenue 2,400 

Rent of Building 2,400 

( 1 ) 

Expense and Revenue .......... 6,000 

Tax Costs 6,000 

(m) 

Sales . 600 

Sales — Bad Debts Adjustment 600 

(n) 

Sales 69,400 

Expense and Revenue ......... 69,400 

(o) 

Interest Revenue 220 

Expense and Revenue 220 

(P) 

Income on Retirements . 8 

Expense and Revenue . 8 

(q) 

Expense and Revenue . 3,495 

Income . 3,495 

(r) 

Income 400 

Interest Charges 400 

(s) 

Income . . , . ... 595 

Retained Earnings . . . . ... . . . 595 


In these entries letters are used instead of numbers to emphasize 
the distinction between adjustments and closings. No details or 
comments are added to the entries, as in each case the purpose of 
the procedure— to close a particular income-statement item in the 
process of summarizing and reducing to lowest terms— is clear. In- 
terest revenue and income on retirements are transferred to expense 
and revenue, in accordance with the views outlined in earlier chap- 
ters. Interest charges are closed to income rather than to expense 
and revenue, to emphasize the special character of such charges as an 
element of return on funds employed in the enterprise. 

In general ail adjusting entries should be posted before closing 
entries are prepared, as the process of adjustment is an essential step 
in the disclosure of the data of expenses, revenues, and net income. 
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Ledger Accounts. The accounts of the A. B. Smith Co., ruled and 
with balances brought down as of January 1, 1950, are shown below 
in skeleton form. Each account begins with the trial balance figure, 
no attempt being made to display the underlying entries posted 
during the period. 


CASH 


12/31/49 


V 

500 

500 

12/31/49 

12/31/49 

Balance 

CJ(I) 

V 

, 1 

499 

500 

1/ 1/50 

Balance 

V 

499 






NATIONAL CITY BANK-COMMERCIAL ACCOUNT 


12/31/49 


V 

o 

o 

o 

o 

12/31/49 

12/31/49 

Balance 

J(2) 

v 

5 

9,995 




10,000 




10,000 

1/ 1/50 

Balance 

V 

9,995 






U. S. BONDS 


12/31/49 


V 

5,000112/31/49 

Balance 

V 

5,000 

1/ 1/50 

Balance 

v 

5,000 

' 

i 




ACCOUNTS RECEIVABLE 


12/31/49 


V 

13,900 

12/31/49 


.1(5) 

500 

12/31/49 


J(4) 

200 

14,100 

12/31/49 

Balance 

V 

13,600 

14,100 

1/ l/,50 

Balance 

V 

13,600 






ALLOWANCE FOR BAD DEBTS 


12/31/49 


J(5) 

500 

12/31/49 


v 

200 

12/31/49 

Balance 

V 

300 

12/31/49 


J(5) 

600 




800 




800 





1/ 1/50 

Balance 


300 


INTEREST ACCRUED RECEIVABLE 



12/31/49 


J(3) 

50 

12/31/49 

Balance 

V 

70 

12/31/49 


J(6) 

20 



: 





70 




70 

1/ 1/50 

Balance 

V 

70 







NOTES RECEIVABLE 



12/31/49 


V 

5,000|l2/31/49 

Balance 


5 000 

1/ 1/50 

Balance 

V 

5,000 
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MERCHANDISE 


12/31/49 

Balance 

V 

45,000 

12/31/49 

12/31/49 

Balance 

J(7) 

V 

30.500 

14.500 

45,000 

45,000 

1/ 1/50 

V 

14,500 

SUPP 

LIES 



12/31/49 


V 

500 

112/31/49 


J(8) 

50 



J(8) 

25 

112/31/49 


J(8) 

75 





12/31/49i 

Balance 

V 

400 




525 




5_25 

1/ 1/50 

Balance 

V 

400 

1 



i 

i 


INSURANCE 


12/31/49 


V 

700 

12/31/49 

12/31/49 

Balance 

J(9) 

V 

300! 

400i 




700 




700' 

1/ 1/501 

Balance 


400 

j 



i 


STORE EQUIPMENT— COST 


12/31/49 


V 

P' 

o 

O i 

o 

12/31/49 

Balance 

V 

6,000 

1/1/50 

Balance 

V 

6,000 




- 



OFFICE EQUIPMENT- 

COST 



12/31/49' 

Balance 

V 

2,100 

12/31/49 

Balance 


2,100 

1/ 1/50 

v 

2,100 




j 


DELIVERY EQUIPMENT— GOST 


12/31/49| 1 

V 

2,000|l2/31/49 

Balance 

V 

2,0001 

1/ 1/50 Balance | 

V 

2,00C| 



1 


EQUIPMENT— ALLOWANCE FOR DEPRECIATION 


12/31/49 

12/31/49 

Balance 

J(10) 

v 

8 

2,919 

12/31/49 

12/31/49 

12/31/49 

12/31/49 


V 

J(10) 

J(10) 

J(10) 

^^000 

360 

167 

400 




2,927 



2,927 





1/ 1/50 

Balance 

V 

j 2,919 


ACCOUNTS PAYABLE 


12/31/49 


Balance 


V 


7,10a 




12/31/49 

12/31/49 


1/ i/so: 


V 

VR(ll) 

6,700i 

400: 


7,100; 

V i 

7,100; 


Balance 
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NOTES PAYABLE 


12/31/49 

Balance 


10,000| 

12/31/49 


V i 

o 

o 

o' 





1/ 1/50 

Balance 

V j 

10,000 


INTEREST ACCRUED PAYABLE 


12/31/49 

Balance 

V 

to 

lo 

12/31/49 


J(13) 

200 

) 1 

i 1 




1/ 1/50 

Balance 

V 

^0 


PAYROLL 


1 12/31/491 
12/31/49 

Balance 

J(12) 

V 

65 

835 

12/31/49' 

12/31/49, 


v 

ja2) 

300 

600 




900 

i 



900 





1/ 1/50 

Balance 

V 

, 835 


TAXES PAYABLE 


12/31/49 

Balance 

V 

3,565j 

12/31/49 


V 

500 

\ 

i 

i 

1 




12/31/49 


J(12) 

J(15) 

65 

1 3,000 

3,565 

i 

1 



3,565j 

1/ 1/50 

Balance 

v'' 

3,565 


DIVIDENDS PAYABLE 


12/31/49 

Balance 

v'" I 

2,500 

12/31/49 


j(16) 

2,m 

i 




1/ 1/50, 

Balance 

V 

2,500 


ADVANCES BY CUSTOMERS 


112/31/49 

Balance 

V 

200; 

12/31/49 


J(4) 

200 

1 

1 




1/ 1/50 

Balance 

V 

200 


CAPITAL STOCK 
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STORE WAGES AND SALARIES 


XZliXIA^ 

\2f3\l4‘) 


12/31/49 

XZ/i\lA9 

12/31/49 


12/31/491 

12/31/49: 


v 

J(12) 


7,000 

200 


7,200 


12/31/49 


ALL OTHER STORE COSTS 


V 

J(8) 

J(10) 


2,000 

50 

360 


2.4101 


12/31/49 


OFFICE WAGES AND SALARIES 


V 

J(12) 


3,000 

100 


3,1 00| 

ALL OTHER OFFICE COSTS 


12/31/49 


J(b) 


7,200 


_7,200 


J(c) 


2,41 0| 


2,410 


J(d) 


3,100 


3,100: 


v 

J(10) 

1,000 

167 

12/31/49 

12/31/49 


J(8) 

J(e) 

~ 25 
1,142 


1,167 




1,167 


12/31/49 
12/31 /49 


12/31/49 

12/31/49 


12/31/49 

12/31/49 

12/31/49! 


12/31/491 

12/31/49' 


V 

J(12) 


DELIVERY WAGES 
12/31/49 


2,000 

50 


2,050 


ALL OTHER DELIVERY COSTS 


v 

J(8) 

jao) 


2,000 

75 

400 


2,475 


12/31/49 


ADMINISTRATION SALARIES 


V 

J(12) 


4,000 

250 




12/31/49 


J(f) 


2,050 


2,050 


J(g) 


2,475| 


2,475 


J(h) 


4,250 


4,250: 


ALL OTHER GENERAL AND ADMINISTRATION COSTS 


12/31/49 

12/31/49 

12/31/49 

12/31/49 

12/31/49 


V 

1,900 

12/31/49 

01(1) 

1 


J(2) 

5 


J(9) 

300 


VR(IO) 

1 400 



2,606 



J(i) 


2,606! 


2,606 
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12/31/49 


V 


2,00o!|12/31/49 


JG) 


2 , 000 | 


RENT OF BUILDING 


12/31/49 


v 

2,400 

12/31/49 


J(k) 

2,400 



TAX G 

OSTS 



12/31/49 

12/31/49 


V 

J(t5) 

3,000 

3,000 

12/31/49 


ja) 

6,000 

6,000 

6,000 



SAL 

ES 



12/31/49 

12/31/49 

s 

J(m) 

J(n) 

600 

69,400 

12/31/49 

STMENT 

V 

70,000 

70,000 

70,000 


A.LES™B 

\D DEB1 

rs ADJU 



12/31/49 


J(5) 

600 

12/31/49 


J(in) 

600 


IN^ 

1 

PEREST REVENl 

JE 



I2/31/49 


J(o) 

220 

12/31/49 


V 

150 





12/31/49 


J(3) 

50 





12/31/49 


J(6) 

20 




220 




220 



INGOIS 

€E ON P 

.ETIREV 

[ENTS 



11^31/49 


""iCp) 

8 

12/31/49 


J(10) 


1 • 


EXPI 

:nse AN 

D REVE 

NUE 



; 12/31/49 


J(a) 

30,500 

12/31/49 


J(n) 

69,400 

i 12/31/49 


J{b) 

7,200 

12/31/49 


J(o) 

220 

12/31/49 


J(c) 

2,410 

12/31 /49 


J(P) 

8 

12/31/49 


J(d) 

3,100 





12/31/49 


J(e) 

1,142 





12/31/49 


J(f) 

2,050 





12/31/49 


J(g) 

2,475 





12/31/49 


J(b) 

4,250 





12/31/49 



2,606 





12/31/49 


J(j) 

2,000 





12/31/49 


J(k) 

2,400 





12/31/49 



6,000 





12/31/49 


J(q) 

3,495 








69,626 




69,628 
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INTEREST CHARGES 


12/31/49 

12/31/49 


12/31/49 

12/31/49 

12/31/49 


The procedure followed here in balancing and ruling accounts 
conforms to that described in Chapter VII. Where only a single 
figure appears on each side no final footings are shown. Trial bah 
ance figures and final balances are indicated in the folio columns by 
check marks (\/). The term ^‘balance” is used in all cases to denote 
the asset and equity elements as they stand on January 1, 1950. The 
numbers and letters employed in setting up the adjusting and clos- 
ing entries are used in lieu of journal folios. As mentioned above, 
other media than the simple journal might be used in a few cases, 
and this fact is indicated by the folio references shown. In general 
the simple journal is the most satisfactory device for recording pe- 
riodic adjustments. 

Final Ledger Balances. A final check of adjusting and closing opera- 
tions from the standpoint of the equation of debits and credits is 
afforded by a compilation of balances, as shown on page 393. Prefer- 
ably this test is made before the accounts are formally ruled and re- 
dated. As noted earlier there is some objection to the use of the term 
“trial balance’* as a label for such a compilation, but in practice the 
caption “post-closing trial balance” is usually employed. 

Income Statement. An income statement for the A. B. Smith Co. for 
the period ending December 31, 1949, compiled directly from the 
ledger accounts representing income-statement data, including re- 
tained earnings, appears on page 394. In this statement the adjust- 
ment for bad debts is treated as a direct offset to revenue rather than 
as an expense. This is the preferred interpretation. The small 
items of interest and income on retirements are combined in a total 
of “other income.” Such a treatment is especially needed where 
there are quite a number of incidental revenue items. The classifi- 


v 

J(13) 

2G0 

200 

12/31/49: 


J(r) 

400i 

400 

400i 




1 
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A. B. Smith Company 


Final Ledger Balances 
At the Close of Business, December 31, 1949 


F 

Accounts 

Dr. 

Gr. 

1 

Gash , . ' 

$ 499 


30 

National City Bank — Commercial Account . 

9,995 


35 

U. S. Bonds 

5,000 


40 

Accounts Receivable 

13,600 


41 

Allowance for Bad Debts . 


S 300 

42 

Interest Accrued Receivable 

70 


45 

Notes Receivable 

5,000 


50 

Merchandise 

14,500 


55 

Supplies . 

400 


57 

Insurance 

400 


85 

Store Equipment — Cost 

6,000 


86 

Office Equipment — Cost 

2,100 


88 

Delivery Equipment — Cost ...... 

2,000 


89 

Equipment — Allowance for Depreciation. 


2,919 

120 

Accounts Payable , . 


7,100 

150 

Notes Payable 


10,000 

155 

Interest Accrued Payable 


200 

160 

Payroll 


835 

165 

Taxes Payable 


3,565 

170 

Dividends Payable 


2,500 

, 175 

Advances by Customers 


200 

180 

Capital Stock 


30,000 

190 

Retained Earnings . . . . . . . 


1,945 



$59,564 

$59,564 


cation of expenses follows the layout of ledger accounts given/ It 
must be borne in mind that this is an artificial case and that the *‘all 
other” groupings are included to indicate the possibility of further 
classification of costs. The cost headings used are somewdiat sug- 
gestive of functional and departmental classification, but no attempt 
has been made in the illustration to go very far in this direction. No 
allocation of rent cost or of taxes is indicated. A footnote is added 
for the purpose of disclosing the total depreciation cost included in 
expenses. As was pointed out in an earlier chapter, there has been 
some tendency in recent years, particularly in reports to stockholders, 
to stress simple or primary classification as opposed to departmental 
allocations. 

Position Statement. The position statement may be readily com- 
piled from the final ledger balances. See page S95. In this example 
current assets and current liabilities are listed in the same detail as 
these elements are shown in the ledger, and with the exception of 
*'cash on hand” the descriptions correspond to the account titles. 
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A. B. Smith Company 
Income Statement 
Year Ended December 31, 1949 


Sales 170,000 

Bad Debts Adjustment 600 $69,400 


Other Income (interest, $220, and income on retire- 
ments, $8). 228: $69,628 


Expenses and Taxes: 
Expenses — 


iviercnanaise oi 

Store Wages and Salaries 7,200 

All Other Store Costs * 2,410 

Office Wages and Salaries 3,100 

All Other Office Costs* ....... 1,142 

Delivery Wages 2,050 

All Other Delivery Costs* . ... . . 2,475 

Administration Salaries 4,250 

All Other General and Administration Costs . 2,606 

Advertising and Sales Promotion . . . . 2,000 

Rent of Building 2,400 $60,133 


Tax Costs ... 6,000 66,133 


}{et Income $ 3,495 

Interest Charges 400 


Earnings of Stockholders . $ 3,095 

Dividends 2,500 


Earnings Retained in Business . . . . . . . $ 595 

Retained Earnings, January 1, 1949 1,350 


Retained Earnings, December 31, 1949 (see position 

statement) $ 1 ,945 


* Depreciation charges included in these accounts total $927. 

In practice various arrangements and combinations may be desirable, 
and statement captions need not follow account titles precisely. In 
the case of fixed assets the costs of the three types of equipment are 
totaled. As a rule a fairly condensed presentation is desirable in 
this area. The use of the single allowance for depreciation in the 
illustration is not intended to suggest that classification of the total 
accrued in terms of main groups of depreciable assets is undesirable. 
The asset side in this case is simplified by the fact that there are no 
noncurrent investments or intangibles to be dealt with. Inclusion of 
the definite statement that there are no long-term liabilities illus- 
trates a pi'actice that is sometimes found in published statements. 
Footnotes and other explanatory materials are often needed to clarify 
the nature of particular items of the position statement. Among 
collateral data that may well be given on the face of the statement or 
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in accompanying notes are bases of valuing assets, rates of 
involved, number of shares of stock, and so on. 


A. B. Smith Company 
Position Statement 
December 31, 1949 


Assets 

Current: 

Gash on Hand $ 499 

National City Bank — Commercial Account . . 9,995 

U. S. Bonds 5,000 

Accounts Receivable . SI 3,600 

Less Allowance for Bad Debts 300 13,300 

Interest Accrued Receivable 70 

Notes Receivable 5,000 

Merchandise 14,500 

Supplies 400 

Insurance 400 


Fixed: 

Office, Store, and Delivery Equipment — Cost. . $10,100 
Less Allowance for Depreciation 2,919 


Equities 

urrent Liabilities: 

Accounts Payable $ 7,100 

Notes Payable 10,000 

Interest Accrued Payable ....... 200 

Payroll 835 

Taxes Payable 3,565 

Dividends Payable 2,500 

Advances by Customers ........ 200 


Long-Term Liabilities: ........ 

Stockholders’ Equity: 

Capital Stock . . . ..... , . . $30,000 

Retained Earnings 1,945 


395 

interest 


$49,164 

7,181 

$56,345 


$24,400 

none 

$31,945 
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Fonction of General Work Sheet. Particularly in large concerns, 
with many accounts, the journals and ledgers and other formal rec- 
ords do not constitute in themselves a fully satisfactory technical 
basis for the preparation of periodic statements. Until the process 
of adjustment has been carried to its conclusion, of course, compila- 
tion of position-statement data from the ledger is impossible. And 
when the work of adjusting, closing, and balancing has been com- 
pleted— when, in other words, the accounts have been reduced to 
their lowest terms— the figures required in the construction of the 
income report are somewhat obscured. Further, the construction of 
statements by means of direct reference to a large number of entries 
and balances appearing on many pages or sheets iit, possibly, a num- 
ber of distinct books and records, involves obvious clerical difficulties 
and requires the exercise of unusual care if errors are to be avoided. 
There is needed some form of recapitulating and classificatory device 
that will assist in bridging the gap between the regular accounting- 
records and the final statements. 

The comprehensive work sheet is designed primarily to meet this 
need. This accounting instrument consists essentially of a series of 
parallel vertical columns in which the data of the trial balance, the 
adjustments, and the principal periodic reports are compactly assem- 
bled and made available for statement writing. The number of 
money columns employed may range ail the way from six to eighteen 
(or even more), depending upon the type of situation and the particu- 
lar methods of procedure adopted. Where columns are provided 
for the purpose the work sheet includes a preliminary draft and 
proof of the required adjusting entries and thus has the additional 
function of facilitating the periodic journal and ledger work. 
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The work sheet is not a financial statement or exhibit to be placed 
in the hands of managers, owners, or others interested in the opera- 
tions and financial position of the enterprise. It is a purely technical 
device, prepared by the accountant for his own convenience and not 
as an end in itself. 

Forms of Work Sheets. In its simplest form the work sheet is a six- 
column tabulation, consisting of the general trial balance, debit and 
credit income-statement columns, and debit and credit position- 
statement columns, as indicated by the following: 


National Radio Company 
Work Sheet, Period Ended December 31, 1949 


Ref. 

Account Titles 

Trial Balance 

Income 

Statement 

Position 

Statement 

. 

Dr. 

Gr. 

Dr. 

Cr. 

Dr 

Cr. 

1 

30 

40 

41 

Gash 

Commerce Bank 
Accounts Receivable 
Allowance for Bad 
Debts 

$ 100 
4,500 
10,000 

s 

250 

5 

500 

$ 

$ 100 
4.495 
10,000 

$ 

750 


243 

Office Salaries 

1,000 

1,100 



100 

300 

Sales 


25,000 

25,000| 



301 

Sales Discounts 

400 

1 400 




325 

Interest Revenue 


200 

210 

10 





$27,000 

$28,500 $81,900 

$80,400 


Net Earnings 


1,500 

11 


1,500 



$111,600 

$111,600 $28,500 

$28,500; $81,900 

$81,900 




11 




A space also may be provided for listing the data of inventories and 
accruals. In preparing this type of work sheet the first step is the 
compilation of the trial-balance columns. The sheet is then com- 
pleted by distributing the net amounts of the trial balance by ac- 
counts, including recognition of the effect of ail adjusting data, 
among the statement columns. The adjustments are made directly, 
without display of adjusting entries, and in general all data for the 
statements associated with a particular account of the trial balance 
are recorded on a single line, without the use of additional headings. 
This lack of emphasis on the process of adjustment— witli the accom- 
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panying difficulty of avoiding errors—is the principal objection to the 
use of this type of sheet. 

A standard form of work sheet is that which includes columns for 
adjusting entries and adjusted trial balance, in addition to the six 
columns of the simple form. See complete illustration later in this 
chapter. It is this type of work sheet, with its emphasis upon adjust- 
ing entries, which is most widely employed by accountants and which 
is also the most satisfactory for purposes of the student. 

The ten-column sheet is sometimes expanded through subdivision 
of income-statement and position-statement columns. If it is desired, 
for example, to classify revenues and deductions in the work sheet by 
main departments it is necessary to employ as many pairs of income- 
statement columns as there are departments to be recognized. In some 
circumstances additional columns may be provided to permit the 
segregation of manufacturing costs or other primary groups of 
charges. With respect to the position-statement section the most 
common elaboration is the use of two pairs of columns, one for cur- 
rent assets and liabilities and the other for fixed and capital items. 

Another extension of the general work sheet, often employed by 
the auditor, is the addition of columns to permit a showing of ledger 
balances at the beginning of the period and an abstract of transac- 
tions recorded during the period. The nature of this type of sheet 
is indicated by the form on this and the following page. 

Many minor variations in form are possible. Some accountants do 
not deem it necessary to include columns for the adjusted trial bal- 
ance, Another variation involves the separation of the trial balance 
into two horizontal sections, one showing position-statement accounts 
and the other income-statement accounts, which makes it possible to 
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Trial 1 

Balance 1 
12/31/49 1 

Adjusting 

Entries 

Adjusted ! 

Trial 

Balance 

Income 

Statement 

Position, , 
Statement 

Dr. 

Gr. 

Dr. 

Gr. 

Dr. 

Gr. 

Dr. 

Gr. 

Dr. 

Gr. 








1 



restrict the space for statement data to a single pair of columns, simi- 
larly divided. Still further restriction of columnar requirements 
may be secured through the use of a single column, divided hori- 
zontally into debit and credit sections, in lieu of one or more pairs 
of columns in the standard form. Such devices are useful particularly 
in situations where it is desired to compile a continuous work sheet 
covering several successive periods. 

Illustrative Work Sheet— Adjustment Data. The nature of the work 
sheet and the procedure involved in its preparation can best be ex- 
plained by an example. On December 31, 1949, the ledger of the 
Barron Drug Co., before adjusting and closing entries, stood as 
shown by the trial balance columns of the completed work sheet 
appearing on pages 402-403. For convenience in discussion a series 
of consecutive numbers, in lieu of any scheme of ledger folios or 
account numbers, is used to designate account titles. The adjusting 
data at this time (following the reference numbers attached to the 
titles) are: 

(1) The balance of cash receipts represents checks received from customers and 
not yet deposited. 

(2) Outstanding checks not yet paid by bank, and ail drawn in favor of trade 
creditors, total $500. The bank statement for December shows a charge for $100 
representing a check drawn by L. O. Reed, a customer, which was included in a 
December deposit and has proved to be uncollectible. 

(3) Audit of office cash shows amount on hand to be $365; expense vouchers of 
cashier, not yet reflected on general books, total $135, of which amount $60 is 
chargeable to store operation and $75 to administration. 

(4) (5) For interest accrued receivable on bonds and notes see (37) below. 

(6) (7) The current allowance for uncollectibles is set at 2% of the credit 
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sales for the period, $60,000 (store sales, $50,000, and prescriptions, $10,000). 
A schedule of bad accounts is prepared and written off amounting to $1,000. 
Audit of the customers’ ledger shows the controlling account to be in harmony 
therewith except in the case of one account, that of R. L. Ryan, in which collection 
of 120 was correctly posted to the controlling account but was posted to Ryan’s 
account as $200. 

(8) Accrued rents not booked, $50; all rent accounts receivable are deemed to 
be collectible. 

(9) Merchandise inventory on December 31, on a net cost basis, is $51,300; of 
this amount it is decided to write off $700 to cover estimated obsolescence and shop- 
wear. The merchandise cost of sales for the period is applicable as follows: store 
sales, $90,000; prescriptions, $19,000; fountain sales, $31,500. 

(10) Inventory of supplies on December 31 is $500; amount consumed is charge- 
able to store operation and administration costs on a 80-20 basis. 

(11) Examination of insurance register shows that premiums applicable to later 
periods total $400; expired insurance is considered an administration cost. 

(12) The Company’s investment in Troy Building and Loan Association, 
including interest accumulations, totaled $4,500 at the beginning of tiie period; 
the total accumulation to December 31 is $4,625. All of this stock has been used 
as collateral to secure Barron loan referred to under (22) below. 

(13-20) Annual depreciation rates are: store equipment, 8%; fountain equip- 
ment, 12%; office equipment, 8%; motor cars, 24%. The entire amount of 
depreciation for the period is deemed to be applicable to current revenues. 

(21) Subsidiary ledger is in harmony with controlling account and all audited 
invoices have been recorded. 

(22) On July 1, 1949, R. O. Barron loaned the Company $15,000 in cash, the 
Company giving its 4%i note for $15,000, due July 1, 1950, and secured by its stock 
in the Troy Building and Loan Association under a special agreement. The cash 
received was largely used to meet maturing bank loans. 

(23) The Company rents a site and building from the J. B. Barron Estate, the 
lease calling for a payment of $400 per month. On January 1, 1949, rent was 
accrued payable for three months, and during 1949 no rent has been paid. Included 
in the “customers’ accounts” of the Company are certain balances amounting to 
$1,600 which the corporation contends are valid claims against the Estate. At 
the close of business, December 31, 1949, an agreement is reached by which the 
Estate permits the said balances to be applied on the rentals due. The adminis- 
trator gives the Company a written receipt for rent in the amount of $1,600 and 
the Company gives its receipt covering the full amount of its claims, and agrees to 
pay the balance of rent due on January 1, 1950. This settlement has not yet been 
recorded. The entire rent cost for the year is deemed to be applicable to current 
revenues. 

(24) Dividend of $1 per share on the outstanding stock (1,000 shares) was de- 
clared at a meeting of the directors on December 15, payable January 15 to stock 
of record December 31. Another dividend of the same amount was declared on 
June 15, payable on July 15 to stock of record June 30. Both of these dividends 
have been charged directly to retained earnings. 

(25) (26) Capital stock outstanding consists of 500 shares issued at par, $100; 
the stock ledger is in harmony with the controlling account. No adjustment of 
retained earnings is required at this point. 
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(27-31) No adjustments of these revenue accounts are required, other than the 
rent accrual indicated above. Rent revenues arise from subletting various sections 
of the building used by the Company. Miscellaneous revenues include stamp 
revenue, amusement machine receipts, etc. 

(32) (33) These accounts control subsidiary accounts which show operating 
costs in some detail. Accrued payrolls amount to $500, chargeable as follows: store 
operation, $300; administration, $200. The totals of the charges shown, as 
adjusted, are considered to be chargeable to current revenues. 

(34) Sales taxes are accrued and not yet booked amounting to $300. 

(35) (36) These charges are applicable to current revenues; there are no 
adjustments. 

(37) Interest is accrued receivable on bonds, $50, and on notes, $20. 

(38) For basis of computing interest accrued payable see (22) above. 

(51) (52) Estimated Federal income tax for the year is $1,000. 

Explanation o£ Adjusting Entries. The adjusting entries based upon 
the foregoing data for the Barron Drug Co. are shown in work-sheet 
form in the illustrative sheet on pages 402-403. To facilitate reh 
erence the related debits and credits, in some cases widely separated 
because of the location of the titles of the accounts affected, are num- 
bered in a consecutive series. (This series should not be confused 
with the reference numbers which accompany the account titles 
given.) Rearranged in ordinary journal form these entries consti- 
tute the adjusting entries suitable for posting to the ledger accounts. 
Proof of accuracy in handling adjustments, from the standpoint of 
columnar distribution, is found in the equation of footings for the 
third and fourth columns of the sheet. With respect to the treatment 
accorded the specific adjusting entries the following comments and 
explanations are in order. The reference numbers attached to the 
account titles of the trial balance are again used. 

(1 ) Accountants usually make no adjusting entries covering checks which have 
not yet reached the bank on which drawn. That is, the amount of such checks is 
treated as a reduction in bank balance, as already booked. 

(2) The uncoilectible check drawn by Reed is charged back to his account on 
the assumption that the amount is still collectible. Only the entry to the controlling 
account is shown here, as the work sheet is confined to the general-ledger accounts. 

(3) The procedure assumes that this is not the occasion for drawing the replen- 
ishing cheek. The distribution to the accounts of the two cost ledgers is not shown. 
Illustrative schedules are given later. 

(6) (7) The treatment of bad accounts written off assumes that all of these 
accounts are applicable to the allowance provided, and that no special adjustment 
is required. Ideally the balance in the allowance should be no larger than a reason- 
able estimate of the potential bad debts in outstanding accounts. The error in 
Ryan’s account must of course be corrected, but this requires no adjustment in the 
general ledger. 
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(8) Individual accounts of tenants must also be charged with rents accrued to 
date, 

(9) Losses due to falling prices, obsolescence, etc. are often buried in merchan- 
dise cost of sales but their isolation is desirable, especially where such conditions are 
unusual. 

(10) The procedure followed uses the supplies account to exhibit the inventory 
balance and charges the amount consumed to the two cost ledgers. The apportion- 
ment shown is purely illustrative. 

(11) The treatment of insurance expired as an administration cost is arbitrary. 

(12) The fact that the stock in the building and loan association has been pledged 
to secure a loan does not affect the form of entries employed to recognize accumula- 
tion of interest, although the special status of this investment may well be indicated 
in some manner in the position statement. 

(13-20) Depreciation cost is shown in a special account instead of being 
charged directly to the main cost ledgers. This treatment is particularly justified 
^wherc it is intended to isolate depreciation in the income report. It would be 
^*f>pssible, of course, to use the special account as an intermediate cost account, to 

absorbed in functional costs by later entries. It is assumed that no additions 
or retirements have been made during the year. 

(23) The estate account is charged with $1,600 and credited with the amount 
of $4,800 in lieu of a net credit of $3,200, as this procedure reflects the settlement 
more clearly. In effect accounts receivable are collected to the amount of $1,600, 
and this amount is applied in partial payment of an obligation which was accrued 
in the amount of $1,200 at the beginning of the year and which has been increased 
by $4,800 during the year. The balance now due the Estate is $4,400. The cur- 
rent rent charge, $4,800, is set up in a special cost account as no basis for distributing 
this charge between store operation and administration is assumed in the adjusting 
data. As in the case of depreciation the rent cost might be apportioned in terms 
of functional or departmental accounts. 

(24) Charging dividends directly to retained earnings as a matter of ledger pro- 
cedure does not prevent the showing of dividends as a distribution of current earn- 
ings in the income statement, See later discussion of income statement. 

(32) (33) The liability is recognized and the cost accounts charged, 

(34) The use of a tax cost account, in lieu of a direct charge to sales, is especially 
justified where the tax is levied as a business tax on the total volume of revenue 
rather than as a special charge on the customer which the merchant is responsible 
\ for' collecting, 

(37) (38) These are typical entries covering interest accruals. 

(51) (52) The amount assumed, $1,000, roughly illustrates this type of tax 
without reference to the details of calculation under prevailing statutes and regu- 
lations. 

Completion of Work-Sheet Columns. After the adjusting entries of 
the work sheet have been completed and proved these entries are 
combined with the original trial-balance data to form the adjusted 
trial balance. The adjusted figures are then distributed appropri- 
ately in the four statement columns, and the sheet is completed by 
balancing these columns with the amount of net earnings (in this 
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case) and entering column footings. The final proof of the work 
sheet is found in the equality of position-statement column totals. 
It should be recognized that this proof, like similar checks at other 
points, simply shows that the equation of debits and credits, with 
which the work of the sheet began, has been maintained throughout. 
It does not demonstrate that the adjustment data have been soundly 
interpreted and properly recorded, or that each adjusted account 
has been attached to the proper statement. The inclusion of sales 
figures in the credit position-statement column rather than in the 
credit income-statement column, for example, would be an egre- 
gious blunder, but would not destroy the equilibrium of debits and 
credits. 

Intermediate transfer entries may be included in the adjusting 
entries of the work sheet in some cases but the final closing entries 
by which the income statement accounts are summarized are not 
represented. For the purpose of the work sheet the income-state- 
ment columns themselves constitute a summary of such accounts, and 
the setting up of complete closing entries with the adjustments would 
evidently result in the elimination of these essential columns. In 
general the entries displayed in the work sheet should be confined to 
those necessary to register the effect of the adjusting data in such 
manner that each adjusted account will represent a clear-cut figure 
suitable for listing in the statement columns. 

It should not be assumed that the debit position-statement column 
represents assets exclusively and that the credit column shows only 
final liability and proprietary equity balances. For example, the 
various allowances for depreciation are offsets to the costs of the cor- 
responding assets appearing in the debit column. In the income- 
statement section, similarly, the debit column may be employed to 
show adjustments of nominal revenue figures and contras to cost 
balances are sometimes listed in the credit column, although no ex- 
amples are found in this illustration with the possible exception of 
the charges for estimated uncollectibles. 



Income Statement Based on Work Sheet. The income report is 
drawn from the income-statement columns of the work sheet, ref- 
erence being made during the process— wherever needed— to support- 
ing schedules and compilations and other records available. A 
condensed income statement of the Barron Drug Co., taken from the 
illustrative work sheet shown on pages 402-403, appears on page 406. 
Four schedules of supporting: data are also aiven. 
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Barron Drug Company 
Income Statement 
Year Ended December 31, 1949 
....... $225,000 

1,200 


$140,500 

45,160 

24,375 

4,800 

1,440 

700 


(Schedule I) . , 

Less Estimated Bad Debts (Schedule I) . , 1,200 $223,800 

Other Revenue (Schedule II) 5,895 $229,695 

Expenses and Taxes: 

Expenses — 

Merchandise Cost of Sales (Schedule I) . 

Store Operation Costs (Schedule III) . 

Administration Costs (Schedule IV) . 

Rent Cost 

Depreciation Cost 

Merchandise Write-down 700 $216,975 

^ State Sales Tax $ 5,300 

Property Taxes . , 1,600 

Federal Income Tax 1,000 

Other Taxes and Fees. ,••••. 1,000 

Piet Income 

Interest Charges . . • • • . 

Earnings of Stockholders . .,••••••. 

Dividends Declared in 1949 

Earnings Retained in Business. 

Retained Earnings, January 1, 1949 . 

Retained Earnings, December 31, 1949 (see posi- 
tion statement) 

Barron Drug Company 
Schedule I 

Departmental Sales and Cost of Sales 
Year Ended December 31, 1949 


Sales 

,Less Estimated Bad Debts. 


Merchandise Cost of Sales. 
Trading Margin , * 


Other Revenue 

Year Ended December 31, 1949 

: Rent Revenue $2 550 

Miscellaneous Store Revenues 3*000 

Interest Revenue . *345 


8,900 225,875 

$ 3,820 
900 

$ 2,920 

2,000 

$ ^ 

6,050 

$ 6,970 


Store 

Prescrip- 

tions 

Fountain 

Total 

$145,000 

1,000 

$30,000 

200 

$50,000 

-0- 

$225,000 

1,200 

$144,000 

$29,800 

$50,000 

$223,800 

90,000 

19,000 

31,500 

140,500 

$ 54,000 

$10,800 

$18,500 

$ 83,300 

Schedule II 
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Schedule III 
Store Operation Costs 
Year Ended December 31, 1949 


Salaries — Store Manager . . . ... . $ 4,900, 

Salaries — Registered Clerks 8,400 

Other Store Wages and Salaries 9,600 

Commissions and Bonuses 4,000 

Gas, Water, Electric Energy, Fuel 3,000 

Store Supplies 2,900 

Maintenance of Equipment 2,000 

Delivery Service 3,500 

Telephone and Telegraph . 1,500 

Laundry and Sanitation 2,360 

Miscellaneous 3,000 


$45,160 

Schedule IV 
Administrations Costs 
Year Ended December 31, 1949 


Salaries — Officers . . . , 4,800 

Officers’ Bonuses 1,000 

Wages and Salaries — Clerical 4,200 

Office Supplies and Stationery ....... . .... 800 

Insurance 1,500 

Credit and Collection Costs 1,000 

Advertising and Promotion 3,500 

Traveling Costs 1,800 

Legal and Accounting Costs . . . 3,000 

Miscellaneous ............. . ... 2,775 


The income statement represents a thoroughgoing rearrangement 
of the columnar data of the work sheet. The accounts of the trial 
balance are not always in statement order and the additional account 
titles required in making adjusting entries, listed below the original 
trial balance, will certainly not apj^ear in the order desired for state* 
ment purposes. The statement is designed to furnish information to 
interested parties and the material presented should be threaded to- 
gether systematically from the point of view of the reader, without 
stx'essing debit and credit classification and other technical features 
of the work sheet and the underlying records. In the statement it 
may be desirable to present certain data in combination which may 
properly appear as single items in the work sheet, and account titles 
may require modification for statement purposes. The statement, 
moreover, should emphasize certain balances which are not com- 
puted in the work sheet. 

In the example the composition of the figures for sales, bad debts. 
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and merchandise cost is shown in Schedule I, and the data of the 
schedule are taken directly from the income-statement columns of 
the work sheet. “Other revenue'" is a combination of three work 
sheet items and the breakdown is shown in Schedule II. The figures 
for “expenses and taxes”— with the exception of merchandise cost of 
sales— are taken intact from the work-sheet compilation. “Net in- 
come” is an example of a balance not computed in the work sheet. 

The handling of dividends and retained earnings represents a 
special condition. In the ledger dividends were charged to retained 
earnings prior to the compilation of the work sheet. In the income 
statement the amount of dividends is deducted from net earnings for 
the year, and the difference is shown as an addition to retained earn- 
ings. If desired, entries might be made on the work sheet by charg- 
ing a dividends account and crediting retained earnings, thus provid- 
ing for inclusion of the dividend deduction in the income-statement 
columns. Such entries, however, would not be journalized and 
posted on the books proper. The use of the caption “retained earn- 
ings, January 1, 1949,” assumes that no entries have been made in 
this account during the year with the exception of the dividend 
charges. 

Form of Income Statement. In this example the sales of the various 
departments are merged and merchandise cost of sales for ail depart- 
ments is grouped with other costs under the general title “expenses 
and taxes.” The supporting departmental data are displayed in a 
supplementary exhibit. Schedule 1. The treatment of the current 
allowance for uncollectibles as an offset to gross sales (in Schedule I 
as well as in the main statement) follows earlier suggestions as to the 
character of this adjustment. In practice this deduction is often pre- 
sented as an expense— under a special head or as an element of the 
cost of credits and collections. On the other hand sales returns and 
allowances (for which no amount was assumed in this example) are 
commonly handled as direct sales deductions. The figures showing 
the “trading margin” on each class of sales may be of some use in 
departmental analysis but have little significance to most readers of 
financial statements. All revenues, including interest, are totaled, 
and in this example as in earlier illustrations the position is taken 
that piecemeal deduction of expenses from revenues is not desirable 
for statement purposes. 

The gathering of costs under “store operation” and “administra- 
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tioo/" with no indication of the application of the various costs to the 
different types of sales, is intended merely as a rough suggestion of 
possible groupings. In practice the ^'miscellaneous” items would 
presumably be broken down to some extent, although it is generally 
not feasible to avoid the use of a "miscellaneous” account altogether. 
Utility services and various other items appearing under "store” 
costs might be viewed as in part "administrative” charges, and simi- 
larly the cost of insurance, appearing in Schedule IV, might reason- 
ably be shown in whole or in part in Schedule III. The charges for 
i'ent and depreciation, recognized in the general ledger in this ex- 
ample, might readily be allocated to the two subsidiary cost ledgers 
if this were considered desirable. The same might be said of some 
types of taxes. The form of statement used here— including the sup- 
plementary schedules— gives some weight to the importance of show- 
ing the data of expenses in terms of the original or "natural” 
classification of charges as well as to the need for functional or de- 
partmental groupings. 

In this statement tax charges are shown in some detail; if greater 
condensation were desired in the main statement the details might 
be shown in a supporting schedule. The special merchandise adjust- 
ment is included in total expenses instead of being reported as a loss. 
This treatment assumes that the write-down is an incident of operat- 
ing activity rather than an extraordinary occurrence. 

Position Statement Based on Work Sheet. The position statement 
of the Barron Drug Co. based on the illustrative work sheet is shown 
on page 410. This statement of assets and equities is drawn directly 
from the last two columns of the work sheet, with some reference to 
supplementary data. All three cash items are shown in one figure 
for statement purposes, rents and interest receivable are totaled, the 
supplies item is included with merchandise, and the equipment ac- 
counts— other than motor cars— are combined. The descriptions 
used in some cases (e.g., "unexpired insurance”) do not conform pre- 
cisely to the account titles appearing in the work sheet. The liabili- 
ties are shown in the same detail as in the work sheet, although several 
of the small accrued items might readily be reported under one 
heading. The figure for retained earnings is the sum of the balances 
appearing on the "retained earnings” and "net earnings” lines of the 
work sheet, and agrees with the final item appearing in the income 
statement. 
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Barron Drug Company 
Positioii Statement 
December 31, 1949 
Assets 

Currciit: 

Gash on Hand and in Bank S 4,965 

Government Bonds 5,000 

Notes Receivable 3,000 

Customers’ Accounts Receivable $22,500 

Less Mowance for Bad Debts ..... 700 21,800 

Rents and Interest Receivable 420 

Merchandise and Supplies (1) 51,800 

Unexpired Insurance 400 $87,385 

Investment in Troy Building and Loan Association 
Stock (2) 4,625 

Fixed; 

Store, Fountain, and Office Equipment — Cost . $ 9,000 

Less Allowance for Depreciation 2,440 $ 6,560 

Motor Cars — Cost. $2,500 

Less Allowance for Depreciation 1,600 900 7,460 

$99,470 

Equities 

Current Liabilities: 

Accounts Payable . . . . . ... . $20,000 

Notes Payable (2) . . ... . . . . 15,000 

J. B. Barron Estate (3) ....... 4,400 

Federal Income Tax Liability . . . . . 1,000 

Sales Tax Accrued Payable . . . . . , 300 

Payroll Accrued . ........ 500 

Interest Accrued Payable. ...... 300 

Dividends Payable. . . . , . . . . 1,000 $42,500 


Stockholders’ Equity: 

Capital Stock (500 shares, par $100 each) . . $50,000 

Retained Earnings 6,970 56,970 

199,470 

(1) Valued at cost less deduction of $700 for obsolescence and shopwearT^"^ 

(2) Pledged as security for liability of $15,000 due July 1, 1950. 

(3) Balance of rent payable due January 1, 1950, under agreement with Estate 
recently made. 

Arrangement o£ Position Statement. The general arrangement of 
the statement shown here follows the form adopted in previous ex- 
amples. 

The investment in building and loan stock is excluded from the 
current group as such and reported as a separate item preceding the 
fixed tangible assets. Where such stock can be liquidated through 
the association treasury on demand or short notice, at full accumu- 
lated value, it may be reasonable to treat the investment as a market- 
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able security held as part of working capital. The policy of the 
management with regard to the investment is a factor. In this case 
the treatment followed is particularly justified by the fact that the 
stock is pledged. Among other assets which may be included in an 
investment area following current assets are stocks of associated com* 
panics, sinking funds (under some conditions), pension funds, and 
surrender value of life insurance. 

The showing of the cost of motor cars and the applicable deprecia- 
tion separately, with the three other types of equipment combined, 
has no substantial justification. There are the minor points that 
such equipment is subject to a high rate of depreciation and is prob- 
ably more readily salable than the other fixed assets. 

Current liabilities may be arranged by due dates, legal priority, 
or size of items. In general no particular order has any special merit 
and no attempt has been made here to follow a set pattern. Where 
advances by customers (or other liabilities payable in goods or serv- 
ices rather than money) are present such liabilities may well be listed 
last under the current group. 

The practice of using footnotes and explanations, which has be- 
come widespread in recent years, is illustrated here in a small way. 
The position statement, like the income statement, may be supported 
by one or more schedules showing particular asset or equity items in 
some detail. 

Questions 

1. What is the function of the work sheet? Discuss the work sheet from the 
standpoint of variation in form. 

2. Do the adjusting entries of the work sheet correspond precisely to those com- 
piled for the purpose of posting adjustments? Explain. Why are closing entries 
not incorporated in the work sheet? 

3. How is the work sheet proved? Indicate the limitations of such proof. 

4. Point out some of the differences between the position-statement columns of the 
work sheet and a statement suitable for transmission to stockholders. 

5. Explain and illustrate the use of supporting schedules. 

6. In what connection is the disclosure of “trading margin” of significance? 

7. Discuss the treatment of each of the following in the income report: charge 
for estimated bad debts; miscellaneous operating revenues; sales tax; income tax; 
dividends; interest charges; depreciation; merchandise cost of sales; loss due to 
merchandise obsolescence. 

8. Discuss the treatment of each of the following in the position statement: 
interest accrued receivable; prepaid insurance; allowance for depreciation; retained 
earnings; hypothecated receivables; liability for income tax; government bonds. 
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Verifying Cash on Hand. Cash may be lost or stolen; mistakes in 
either direction may be made in making change. These possibilities 
(as well as other considerations) make it necessary to make periodic 
checks of cash to demonstrate the accuracy of the cash record or to 
disclose the amount of discrepancy, if any. In most concerns these 
inventories are taken at relatively short intervals, frequently from 
day to day, and form a part of the regular system of control and 
internal check. 

In verifying cash on hand in drawers, registers, etc. the auditor 
finds it desirable to observe certain working rules. If possible the 
count of cash should be made after the close of business so that the 
process of verification will not be disturbed. Care must be exercised 
to prevent unauthorized shifting of funds while the work is in 
progress, and in some cases it may be desirable to verify the separate 
registers or other repositories simultaneously. Where there is sus- 
picion of fraud it may even be necessary to seal one or more cash 
receptacles until the count is Gomplete. Occasionally the device of 
a second and later count of all or a part of the cash is employed as an 
added precaution. The statement prepared by the auditor should 
show the composition of cash on hand in detail. In particular all 
checks and other credit instruments included, and— in the case of 
imprest funds— all vouchers and cash memos, should be listed. 
Doubtful items should be segregated and investigated. It is im- 
portant that duplication be avoided in the count, and at the same 
time care must be taken to see to it that no genuine cash items, how- 
ever small, are omitted. Occasionally the auditor finds unclaimed 
pay envelopes or other unusual items not shown as cash on the 
books. 

412 
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Especiaily in the case o£ a concern with one or more branch stores 
or other establishments located at some distance from the main office 
there is likely to be some cash in transit at the date of verification. In 
such cases special precautions must be taken to prevent duplicate 
counting and omissions. 

It should be recognized that even if the result of the count appears 
to validate book figures it is by no means certain that all transactions 
have been properly handled and that no cash has been lost or mis- 
appropriated. There is always the possibility that the records have 
been so manipulated as to cover the traces of errors or abstractions, 
at least temporarily. 

Verifying Bank Balances. The most important point to observe in 
the periodic verification of bank balances, especially where the work 
is done by an outside auditor, is the necessity for an independent 
statement from the bank; passbooks and other records not coming 
directly from the bank to the auditor are not sufficient evidence if 
there is any ground for suspecting fraud. The difference between 
the bank account and the corresponding ledger account, in the form 
of outstanding checks, interest, exchange, etc. should receive full 
attention. Each bank account should be independently analyzed in 
terms of the particular ledger account applicable thereto. In general 
the bank balance should be verified as of the date of the count of 
cash on hand. 

The audit of the bank account may also include an examination 
and listing of ail checks drawn and paid since the date of the pre- 
ceding verification. In this work, checks should be scrutinized as to 
amounts, dates, signatures and endorsements, and in some cases com- 
parison may be made with vouchers and other documents supporting 
the disbursement. Check books should be examined and all spoiled 
checks listed and traced. Especial attention should be directed to 
the transactions immediately preceding and following the date of 
the audit. Checks which have been outstanding for an unreasonably 
long time should be investigated. Checks drawn to order of em- 
ployees, or to “bearer,' V “cash,” etc., should be listed and receive 
special attention. Checks representing transfers between banks 
should be noted and compared with the corresponding deposits. 

Discovery of Defalcations. The auditor finds it helpful, in the 
verification of cash, to be familiar with the devices employed by dis- 
honest cashiers and others handling cash to cover their tracks, as a 
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knowledge of such methods often facilitates the discovery of short- 
ages through a careful examination of the cash records and under- 
lying papers, coupled with a complete inventory of all cash balances. 

Among the devices encountered are the following: (1) transfer 
of funds from one bank to another, the check not being deducted 
from the balance of the bank account on which drawn and the check 
stub being marked 'Void” or canceled; (2) inclusion in cash funds of 
fictitious items and inclusion of worthless checks in bank deposits; 
(3) falsification of footings in cash books and elsewhere; (4) complete 
suppression of the record of a cash receipt such as a payment by a 
customer; (5) overstatement of costs such as freight charges on pur- 
chases, collection expenses, etc., or recording of purely imaginary dis- 
bursements; (6) inclusion of cash receipts in bank deposits without 
deduction from cash on hand until a later period; (7) drawing checks 
against fictitious funds and making the same good before presenta- 
tion. 

These are not necessarily independent methods; two or more may 
be found in a particular situation. Several of the practices listed, 
evidently, could hardly be expected to do more than postpone the 
disclosure of irregularities. The use of an adequate system of under- 
lying documents and records, together with a sound scheme of divi- 
sion of labor and responsibility, will tend to prevent misappropria- 
tion of funds, and will make it difficult if not impossible for any 
cashier or other employee who has taken money to avoid discovery. 

Recording Cash Shortage and Overage, Where a shortage is dis- 
covered the cash account is adjusted by a credit for the amount of the 
deficiency. The concurrent charge may first be lodged in a special 
cash shortage account. Such segregation has the advantage of en- 
couraging investigation and facilitating comparison of periodic 
amounts. The next question concerns the final disposition of the 
charge. If the amount is relatively small and appears to have arisen 
as a more or less unavoidable incident of the routine handling of 
cash— for example, in making change—treatment as an item of mis- 
cellaneous expense, applicable to current operations, is justified. If 
the circumstances are such that the cashier or other responsible em- 
ployee is required to make good the shortage the amount is charge- 
able to the employee's account as a receivable, which is either to be 
collected or absorbed as a deduction from the next pay check. 

A large shortage is presumably the result of a defalcation. In this 
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situation, and assuming that all employees involved are bonded, the 
amount of the shortage should be charged at the outset to a suspense 
account representing the tentative claim against the surety (includ- 
ing any amount which may prove to be uncollectible), and if and 
when the claim is approved the amount recoverable should be trans- 
ferred to an appropriate account receivable, the balance, if any, be- 
ing written off as a loss. If there is no surety, and no other means of 
recovery, the entire amount of an embezzlement represents a loss. 
In any event the amount of the loss should be clearly reported in 
the income statement. 

The adjustment for a cash overage should be made by debiting the 
appropriate cash account and crediting a special overage account. 
Where the item is small the final treatment may well consist of dis- 
posing of the item as an incidental adjustment of revenue. 

Where both shortage and overage are present, with respect to dif- 
ferent change funds or imprest accounts, the use of a single account, 
“cash— short and over,” for the specialized record is a convenience. 
The net amount of such an account, in the case of minor adjustments, 
may then be treated as an incidental expense or revenue credit. 

As pointed out in an earlier chapter, daily verification of cash on 
hand is standard procedure in the up-to-date office, and where such 
procedure is in effect daily entries for any item of shortage or overage 
are in order. 

Interest on Bank Balances. Interest is no longer allowed on com- 
mercial balances and savings accounts are not common among busi- 
ness concerns. Where a savings account is used it is of course neces- 
sary to recognize accrued interest from time to time. In this 
connection a complication arises due to the fact that banks in general 
accrue interest on balances in accordance with more or less arbitrary 
rules rather than on a strict time basis. Usually no interest is allowed 
on sums on deposit for less than three months and interest is cal- 
culated only in terms of complete months in accordance with definite 
regulations established by the bank. In such circumstances the 
conservative procedure is to recognize intex'est on the depositor's 
books only w^hen it has been booked by the bank or can be accrued in 
accordance with a strict interptetation of the bank’s rules, since 
interest accrued on a time basis, and which may not be realized be- 
cause of an early withdrawal of funds, is merely a contingent item. 
On the other hand, in cases where funds will almost certainly remain 
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on deposit until the next effective interest date it may be urged that 
interest contingently accrued is a good asset and should be recognized 
in the depositor’s accounts, at least at the close of the accounting 
period. This need not mean that ail the interest accrued under these 
conditions should be charged to the bank account. The proper pro- 
cedure is to include in the bank balance only that portion of the 
interest accrued which has already been booked (or may be, under 
the rules) by the bank, and to treat the balance as interest receivable, 
an asset which may be transferred to cash as it becomes recognized or 
recognizable by the bank. 

The amount of interest accrued on bank balances at any time con- 
stitutes a credit to interest revenue on the depositor’s books. 

Adjustments for Exchange and Service Charges. Ordinary checks 
and similar credit instruments received from customers and others 
are commonly charged to cash at face value. In making up deposits, 
likewise, checks are regularly listed at stated values. It not infre- 
quently happens, however, especially in the case of checks drawn on 
distant banks or banks in foreign countries, that deductions are made 
by the bank for collection or exchange charges. The amount of such 
adjustments, evidently, must be credited to the bank account and 
debited to an appropriate expense or revenue adjustment account. 
If the amount of the deduction is definitely ascertainable on the 
occasion of making the deposit the bank account should be imme- 
diately adjusted; otherwise recording the entries may be postponed 
until the end of the month, when the bank statement is received. 

If the bank immediately makes the deduction from the gross 
amount deposited the proper procedure on the depositor’s books is 
to charge the bank account with the net deposit and debit an expense 
or offset to revenue for the difference between the net deposit and the 
credit to cash. In some cases the amount of the bank’s charge is paid 
from petty cash. Where this is done there is no adjustment of the 
deposit, either at the outset or later, and the amount of the charge 
is recognized on the depositor’s books in the same manner as are 
other expenditures from imprest funds. 

If the original charge to cash exceeds the unquestioned net cash 
value of the remittance, whether it be directly from a customer or 
from a selling branch, it may be urged that the deduction should be 
interpreted as an adjustment of a nominal revenue, rather than as an 
expense or loss. For example, if checks are received from credit ciis- 
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toniers on account with a face value of $10,000, and it is known that 
the regular deduction which will be made by the bank will amount 
to $25, it is clear that crediting customers* accounts with the full 
amount of $10,000 is equivalent to the granting of a special discount 
or allowance of $25. And from this standpoint the appropriate 
entries to record receipt of these checks and their deposit— assuming 
that it is convenient to charge cash with the face amount and that 
only the net amount of the deposit is recognized by the bank— are 
as follows: 


( 1 ) 


Gash ....... 

Accounts Receivable 

To record collections 



. . . $10,000 

Bank 

Sales Allowances . 

(2) 

. . 9,975 
. . 25 


Gash 10,000 

To record deposit and recognize antiount of special allowance 

On the other hand it can still be argued that the depositor is in effect 
buying a special service from the bank— a service which consists in 
the conversion of customers* remittances into a more convenient 
form of cash— and that the amount of the deduction by the bank is 
therefore a cost of service, chargeable to operation, rather than a 
special sales allowance. Where the amount of the deduction is small 
either treatment is satisfactory from a practical standpoint, but in 
special situations the point may be of some importance in the inter- 
pretation of departmental results. 

Overdrafts. An overdraft occurs when checks are drawn in excess of 
funds on deposit. If handled on the depositor's books in the regular 
way this condition of course gives rise to a credit balance in the over- 
drawn bank account. 

Banks occasionally honor an overdraft for a short period. The 
bank, that is, pays checks in excess of the balance available, thereby 
in effect making a temporary loan to the depositor. Where this 
occurs it is of course expected by the bank that the deficiency will be 
made good immediately by additional deposits, and if this is done no 
special adjustment of the depositors account is required. If, how- 
ever, an overdraft exists at the close of the period, the amount thereof 
should appear in the financial statement as a liability. In this situa- 
tion it may be advisable to close the bank account in the ledger 
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temporarily and set up the liability in a separate account. The em 
tries required are a debit to the regular bank account and a credit to 
the overdraft account. If desired a distinction may be drawn be- 
tween the amount of checks outstanding in excess of the amount on 
deposit and the amount of the overdraft already honored by the 
bank. 

Outstanding Checks. In general checks are credited to the bank 
account as drawn, thus reducing the amount of the recorded bank 
balance. Moreover, accountants seldom if ever make an adjustment 
for the amount of checks drawn which have not yet been paid by the 
bank, which means that in the statement at the end of the period 
no distinction is recognized, with respect to the amount of cash re- 
ported and the amount of liabilities stated, between the effect of 
checks paid and checks still outstanding. The propriety of this 
traditional treatment has sometimes been questioned. Outstanding 
checks (ignoring special cases of funds in transit and the like) rep- 
resent liabilities in process of payment rather than an actual reduc- 
tion in cash resources. A check is a bill of exchange, a special type 
of order to pay, and when a check is drawn in favor of a creditor on 
open account, for example, this means that a special type of liability 
has been substituted for an ordinary account payable. There is the 
further point that prior to payment by the bank it is possible for the 
drawer to stop payment, or to draw additional checks which may be 
presented and absorb the available cash before all of those previously 
outstanding are cleared. 

To illustrate the possible adjusting entries in this connection as- 
sume that on December 31 a comparison of the bank account of the 
M Co. with the statement furnished by the bank shows that checks 
have been drawn that have not yet been paid by the bank in the 
amount of |800. With this condition the following entries might 
be made: 

National City Bank $800 

Liabilities Covered by Outstanding Checks $800 

By means of these entries the bank account is made to reflect the 
precise amount of funds in the bank and the special status of the 
liabilities covered by checks not yet honored is shown. In order to 
return to the regular procedure during the ensuing period it would 
of course be necessary to reverse these entries on January 1. 



CASH AUDIT AND ADJUSTMENT 


419 


It is not intended to suggest that the regular practice of charging 
liabilities and crediting bank upon the occasion of issuing checks is 
Improper. Drawing a check is generally the decisive step in the 
chain of routine circumstances making up the process of payment; 
presentation by the creditor and actual payment by the bank follow 
as a matter of course in the great majority of cases. The point at 
issue is purely that of a clear and complete statement of the elements 
of financial position. Strictly speaking payment has not been made 
until the check is honored by the bank, and if it is desired to em- 
phasize this point in the statements adjusting entries may be made 
as indicated. An alternative is the use of an explanatory comment 
or footnote calling attention to the amount of outstanding checks. 
For most situations, where the auditor has every reason to assume 
that unpaid checks in effect constitute a reduction of the bank bal- 
ance, neither adjusting entries nor special explanations are neces- 
sary. 

Valuation and Conversion of Gash. With respect to cash, the 
medium through which all values are measured, there is in general 
no problem of periodic revaluation. Cash may be short or over, and 
there are various adjustments to be made in connection with the 
bank account, as explained above, but where a business is operating 
under a sound monetary system the cash units employed are not 
subject to either increase or decrease in amount as a result of busi- 
ness operation and the passage of time. The value of cash is of 
course subject to change in the sense that its purchasing power, as 
reflected in the price level, varies. The number of dollars or other 
units involved in a given amount of cash, however, is in no way 
altered by the movement of prices. 

A particular business enterprise may nevertheless hold cash in a 
number of forms, some of which are subject to fluctuation in terms 
of that form which is used as a measuring unit, and here a problem 
of periodic conversion is involved. Thus a concern which maintains 
funds on deposit in banks or other institutions in foreign countries, 
or has foreign currency on hand in branches located abroad or in 
funds at the home office, finds it necessary at the close of each fiscal 
period, or at any other time when a complete statement of the condi- 
tion of cash is required, to convert all foreign cash items into domes- 
tic currency. The usual rule for accomplishing this is to apply the 
rate of exchange effective on the date on which or as of which the 
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conversion is required. If pounds sterling, for example, are quoted 
at $4.00 in New York, a balance of £1,000 which an American enter* 
prise has on deposit in a London bank would represent $4,000 for 
the purpose of a statement showing the cash position of such enter- 
prise in terms of dollars. See Chapter XXXI for further discussion 
of the problem of converting foreign funds. 

Similarly, where several forms of domestic currency are in use, and 
one or more forms circulate at a discount or at a premium in terms 
of the type of currency which constitutes standard money, it is neces- 
sary to reduce all funds on hand to a common denominator, and to 
revalue the various non-standard cash items on hand from time to 
time, especially where the discount or premium is fluctuating. 
American business concerns, fortunately, have not been seriously 
troubled with this problem for many years. 

Mention has been made earlier of the fact that checks received 
from customers may have a recognized value of less than the face 
amount. It follows that where checks are on hand— undeposited— 
at the close of the period which have been charged to cash at face, 
but which as a potential bank deposit are worth less than face, an 
adjustment to net value for statement purposes is desirable. Fur- 
ther, checks with respect to which there is any doubt as to final col- 
lectibility should in general be excluded from cash on hand and 
reported as a receivable, with an appropriate offset to measure the 
uncollectible element. 

The amount of any write-down resulting from the valuation or 
conversion of cash should be treated as a special expense or loss as 
circumstances indicate. Similarly the amount of an increment aris- 
ing through conversion, and brought upon the books, should be 
reported as a special revenue. 

Bank Summary and Reconciliation Schedules. In connection with 
the periodic comparison of the bank statement and the correspond- 
ing bank account a summarizing and reconciliation schedule is 
usually prepared. This schedule may be in a variety of forms and 
may be set up in more or less detail. It may begin with the balance 
as shown by the statement and conclude with the balance as shown 
by the ledger, but the reverse order is quite as effective. This sub- 
ject was considered briefly in Chapter XIII, but will be dealt with 
somewhat more fully at this point. 

An example will again be useful. At the beginning of business on 
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December 1, 1949, the bank account of the Bay Baking Co. shows a 
debit balance of |S0,000. The outstanding checks on this date 
(checks not as yet presented for payment) total $1,500. During the 
month of December, according to the Company's books, before ad- 
justing entries, deposits total $60,000, and checks issued amount to 
$65,000. Comparison of paid checks returned by bank with state- 
ments and checks issued as shown by check books and check register 
shows that the outstanding checks on December 31 total $1,000. On 
December 31 a deposit of $500 was made up and placed in the night 
box at the bank after banking hours. The statement received from 
the bank covering the month of December shows a balance on No- 
vember 30 of $31,500, deposits during December of $59,500, checks 
paid during the month of $65,500, and deduction for exchange and 
other service charges of $5. The statement on page 422 is a bank 
account summary and reconciliation schedule based on these data. 

Outstanding checks usually constitute the principal item of dif- 
ference between the balance as shown by the bank statement and the 
balance shown by the depositor’s books. The example also illus- 
trates the differences arising from late deposits and service charges. 
There is also the possibility of errors either in the bank statement or 
in the depositor's records or in both. An example of an error by the 
bank is the charging of a check to the wrong account. 

In some cases it may be desirable to reconcile in detail particular 
elements of the bank statement with related figures in the ledger. 
For example, in the above illustration the deposits as shown by the 
bank statement can be reconciled with the deposits as shown by the 
ledger in the following manner: 


Deposits in December, per statement 159,500 

Deposit after banking hours, December 31 . , 500 

Deposits in December, per ledger . . $60,000 


Similarly the two records of disbursements can be harmonized, as 
follows:'- 


Checks paid by bank in December . , . , . $65,500 

Checks outstanding, November 30 , . . * • • 1,500 

^,000 

Checks outstanding, December 31 . . . . . 1,000 

Checks issued during December, per check register. $65,000 
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Bay Baking Company 

Summary and Reconciliation of Bank Account 
December 31, 1949 

First National Bank 
General Checking Account 

Summary of Statement 


Balance, November 30 131,500 

Deposits in December, per statement 59,500 

$91,000 

Paid checks returned ............ $65,500 

Deduction for service charges 5 65,505 

Balance, per statement, December 31 $25,495 


Reconciliation 

Outstanding checks, December 31 : 

#462 $100 

468 300 

471 50 

472. 250 

473 . 175 

474 . 25 

475 100 1,000 

$24,495 

Deposit December 31, not in statement 500 

Service charges, not credited on books . ... , . . 5 

Balance, per ledger, before adjustments, December 31 . . , $25,000 


Summary of Account 

Balance, December 1 ... . $30,000 

Debits (deposits) during December . . , . . , . . 60,000 

■$ 90^0 

Credits (checks issued) during December . . . . . . 65,000 

Balance, per ledger, before adjustments, December 31 . . . $25,000 


If desired the schedule may be restricted to the reconciliation sec- 
tion as shown in the above example. Under another variation the 
balance shown by the bank statement is reconciled with the final 
adjusted balance of the bank account on the books instead of with 
the amount appearing in the trial balance. In general this form of 
schedule is less satisfactory, particularly where adjusting entries are 
made for outstanding checks and overdrafts. 

Where the month adopted by the bank does not coincide with the 
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depositor’s month it is necessary, in order to effect a reconciliation as 
of the date of the statement, to omit or deduct from the book balance 
the ledger entries made between the date of the statement and the 
end of the month as shown by the depositor’s books. The alternative 
is to amend the data of the bank statement, in terms of the bookkeep- 
ing period, on the basis of supplementary information obtained from 
the bank. In any event it is necessary to secure additional informa- 
tion from the bank if it is desired to determine the amount of the 
outstanding checks as of the date of the depositor’s month. 

A bank reconciliation schedule should be prepared for each sep- 
arate bank account, and where there are a considerable number of 
accounts a columnar recapitulation of reconciliation schedules may 
well be prepared. Ail reconciliation statements should be filed as a 
part of the permanent cash records. 

liiustrative Exercise. For the purpose of emphasizing cash adjust- 
ments and the preparation of summarizing and reconciliation state- 
ments an illustrative problem is presented, with solution. 

Data 

The Wing Go. maintains two commercial bank accounts, one with the Drovers 
State Bank and the other with the Butte National Bank. All receipts are charged 
to the general cash account on the books and are regularly deposited; all disburse- 
ments in currency are made through a special imprest cash account, established and 
replenished by check. On December 1, 1949, the final audited and adjusted 
balances of the four cash accounts are as follows: 


Dr. 

Gash. . ..... . . . . . . . . . , $ 300 

Office Gash Fund . . 200 

Drovers State Bank ... . . . . . . . . . 2,500 

Butte National Bank ......... . . . 4,300 


At this point the only difference between the account with the Drovers State Bank 
on the depositor’s books and the balance shown on the bank’s statement issued at the 
close of business on November 30 is represented by outstanding checks totaling $500. 
In the case of the account with the Butte National Bank, however, the last formal 
statement from the bank was prepared at the close of business Saturday, November 
26, when the outstanding checks totaled $300, and the deposits made and the 
checks drawn November 28-30 amounted to $600 and $800, respectively. At the 
close of business on November 30 the auditor found, upon inquiry at the bank, that 
the bank balance was $4,700 and that checks paid November 28--30 totaled $700. 

For the month of December the transactions affecting the cash accounts recorded 
on the books up to the point of the trial balance as of the close of business December 
31 are as follows: 
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(1) Total cash receipts, $40,000. 

(2) Total deposits: in Drovers State Bank, $18,100; in Butte National Bank, 

$ 22 , 200 . 

(3) Amount of checks drawn: on Drovers State Bank, $21,000; on Butte National 
Bank, $25,000. 

(4) Expenditures reported from imprest fund, $800; amount of checks drawn on 
Butte National Bank to replenish fund (included in total given above), $800. 

The statement furnished at the close of business on December 31 by the Drovers 
State Bank shows the following: 

(1) Balance, December 1, $3,000, 

(2) Deposits credited, $17,700. 

(3) Checks paid, $20,800. 

(4) Service charges and other deductions, $5. 

(5) Balance on December 31 (overdraft), $105. 

The statement of the Butte National Bank furnished at the close of business on 
December 31 shows the following: 

(1) Balance, November 26, $4,800. 

(2) Deposits credited, $22,800. 

(3) Checks paid, $25,850. 

(4) Balance, December 31, $1,750. 

Additional data determined by the auditor of Wing Co.: 

(1) A check for $200 drawn by Winton Co. is included in canceled checks sub- 
mitted with last statement of Butte National Bank, and charged to Wing Co. 
account. 

(2) A deposit of $400, made on the afternoon of December 31, is not included in 
deposits reported in the last statement of the Drovers State Bank. 

(3) On December 31 payment was stopped on one check for $50 drawn on the 
Butte National Bank on December 30, payable to an employee, as it was 
found that it had been delivered to the wrong party. The charge when the 
check was issued was to payroll, and the correction has not yet been made on 
the books or a new check issued. To date this check has not been presented 
to the bank for payment. 

(4) The actual cash in the imprest fund amounts to $120, and the vouchers on 
hand account for disbursements of only $75; the amount of the shortage, 
presumably resulting from an error in making change, is deductible from the 
cashier’s next pay check. 

Directions 

{a) For each bank account prepare a schedule summarizing the data furnished 
by the bank and the data shown on the books, before adjusting or correcting entries, 
and reconciling the bank balance reported by the bank with the depositor’s trial- 
balance figure. 

(b) In skeleton journal form prepare the entries necessary to correct and adjust 
the four cash accounts. 

(r) In condensed skeleton form present the accounts with cash elements as they 
would appear when balanced and ruled as of December 31. 
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Wing Company 
Bank Accounts 

Summary and Reconciliation Schedules 
December, 1949 

( 1 ) 

Drovers State Bank 
Commercial Account 
Summary of Statement 

Balance, December 1 ...... . .... $ 3,000 

Deposits, December 1-31 . 17,700 

^20,700 

Paid checks returned . S20,800 

Service charges and other deductions. 5 20,805 

Overdraft, per statement, December 31 . . . . . . . S 105 

Reconciliation 

Outstanding checks, December 31 (list attached) . . . . 700 

S 805 

Deposit on December 31, not in statement . . . , . . | 400 

Service charges, etc., not on books 5 405 

Overdraft, per ledger, before adjustments, December 31 . . S 400 


Summary of Account 

Balance, December 1 . . $ 2,500 

Debits (deposits) during December . . . , . . . , 18,100 

1120,600 

Credits (checks issued) during December . . . . , . 21,000 

Overdraft, per ledger, before adjustments, December 31 . . $ 400 

■(2) ■■ 

Butte National Bank 
Commercial Account 

Summary of Statement 

Balance, November 26 . . . . . . . . ... . . . $4,800 

Deposits, November 28-December 31 . . . 22,800 

$27,600 

Paid checks returned . . . . . . . . . . . * . . 25,850 

Balance, per statement, December 31 . . . $ 1,750 

Adjustment and Correction of Statement 
Add Winton check improperly charged to this account .... 200 

Correct statement balance, December 31 $ 1,950 
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Eeconciiiation 

Outstanding checks, December 31 (list attached) . . . . . \ 400 

Ti,550 

Check issued on December 31, with payment stopped the same day , 50 

Balance, per ledger, before adjustments, December 31 $ 1,500 

Summary of Account 

Balance, December 1 .... | 4,300 

Debits (deposits) duringDecember . 22,20 0 

S26,500 

Credits (checks issued) during December • , 25,000 

Balance, per ledger, before adjustments, December 31 S 1,500 

The total of the outstanding checks for December 31 in the case of the Drover 
State Bank is verified as follows: 

Amount outstanding at opening of business, December 1 . . . . $ 500 

Issued during December 21,000 

$21,500 

Paid by bank during December 20,800 

Amount outstanding, December 31 $ 700 

The amount outstanding on December 31 drawn on the Butte National Bank is 
verified as follows: 

Amount outstanding at opening of business, November 28 . . $ 300 

Issued, November 28-30 . 800 

$ 1,100 

Paid by bank, November 28-30 700 

Amount outstanding December 1 , $ 400 

Issued during December $25,000 

Amount of check on which payment was stopped • , . . 50 24,950 


Paid by bank, December 1 -December 31, as reported . . . $25,150 

Less Winton check improperly charged to this account. , . 200 24,950 

Amount outstanding, December 31 , . . . . . . . | 400 

The checks outstanding should be listed individually, by number and denomina- 
tion, either on the face of the reconciliation schedule or on a supplementary sheet. 

Adjusting Entries 
(1) 

Miscellaneous Expense ... . $ 5 

Drovers State Bank . . . . . . . .... , $ 5 

To record service charges and other special deductions 

(2) 

Drovers State Bank . . . , . 405 

Overdraft— Drovers State Bank . : . . . ’ ,* ] . , . . 405 

To close to special account the adjusted amount of overdraft 
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(3) 

Butte National Bank . . ' . . ca- ■ ■ 

Payroll . cO - 

To reverse entries made covering issue of check on which payl 
ment has been stopped ^ ^ 

w 

Office Expense (and other accounts affected) . 75 

Payroll (assuming a liability for pay check has been or will be 
accrued) ........ . . c 

Office Gash Fund . . . ... . * * * * * 80 

To record expenditures to date and charge payroll with short- 
age 

It would be possible to make additional adjusting entries to re- 
store to bank accounts and to liabilities the amount of unpaid checks, 
as explained earlier, but this is not considered to be necessary here. 


Skeleton Accounts 


CASH 



OFFICE CASH FUND 


Dec. 1 

Balance 

V 

200|lDec. 1-31 

CB 800 

1-31 


GR 

800 

31 

GB 75 





31 

J 5 





31 

Balance V 120 




1,000 


1,000 

Jan. 1 

Balance 

V 

120 




DROVERS STATE BANK 


Dec. 1 Balance 

V 

2,500 

Dec. 1-31 

CR 21,000 

J 5 

21,005 

1-31 

Rf 

18,100 

31 

31 

J 

405 

21,005 








BUTTE NATIONAL BANK 


Dec. 1 Balance V 4,300 Dec. 1-31 

1-31 RJ 22,200 Dec. 31 Balance 

J 50 

26,5501 

Jan. 1 Balance V 1,550 


CR 25,000 
V 1,550 

"'26,550 
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OVERDRAFT— DROVERS STATE BANK 


Dec. 31 

Balance 

V 

405 

Dec. 31 


J 

4 ^ 

' 1 




Jan. 1 


V 

405 


Questions 

1. Outline the process of verifying cash on hand. Gash in bank. 

2. What are some of the methods employed to conceal defalcations? 

3. Discuss the treatment of incidental items of shortage and overage. Give 
illustrative entries. 

4. Under what conditions does interest accrued on bank balances become an 
unquestioned asset? To what account should such interest be charged? 

5. “Under some conditions the special deductions made by the bank for handling 
checks represent a sales allowance.” Explain. 

6. Outline the proper treatment of an overdraft. Do outstanding checks, in 
excess of funds on deposit, not yet presented for payment by the drawees, represent 
an overdraft in the sense of a liability to the bank? 

7. Present the case for and against the use of adjusting entries to cover the amount 
of outstanding checks. 

8. Under what circumstances does the need for valuing or converting cash arise? 
What is the proper procedure? 

9. What is the purpose of the bank reconciliation schedule? What is the principal 
reconciling factor in the typical case? 
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Ailowaiice for Bad Debts. As explained in Chapter XVll, periodic 
adjustment of revenues and receivables is necessary in connection 
with discounts, returns, special allowances, and uncollectible ac- 
counts. At this point the subject of bad debts requires further atten- 
tion. In many lines this factor is the outstanding element in the 
valuation of customers' accounts and the measurement of the amount 
of revenue arising from credit sales. The open book account often 
proves to be uncollectible in whole or in part, and it is unwise for 
any enterprise in which receivables bulk large to ignore this fact. 

There are two principal methods of estimating bad debts at the 
close of the period. First, ail customers' balances may be appraised, 
one by one, and the accounts deemed bad or very doubtful written 
off in full or scaled down liberally. The second method consists of 
estimating and recognizing a blanket allowance based on experience. 
Under this plan individual accounts are later charged to the allowance 
as their worthlessness is demonstrated. A combination of these two 
approaches may also be employed. The first method is not inappro- 
priate where accounts are few in number and of relatively large 
amount; the second is the more convenient and satisfactory when 
one is dealing with a large number of comparatively small balances. 
To appraise hundreds or perhaps thousands of individual accounts 
as of a particular date would evidently be a time-consumniing and 
troublesome task. Further, apart from the day-to-day circumstances 
which facilitate the passing of judgment upon the particular account 
it is difficult to arrive at reasonable conclusions as to collectibility, 
regardless of the time and care devoted to the work. Some concerns 
make a partial use of the allowance method. That is, they write off 
all accounts at the dose of each period which can be determined to be 

429 
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uncollectible at that date, and in addition set up an allowance for 
doubtful accounts. This practice has some merit, although the com- 
plete use of the allowance plan is to be preferred in most cases. 

The allowance method of dealing with uncollectibles may be ap- 
plied to notes receivable, as well as to book accounts, particularly in 
the case of notes arising in the regular course of business. 

Measuring Amount of Uncollectibles. In determining the per- 
centage to be used in setting up the allowance the past experience of 
the particular concern and other companies in the same field (sup- 
plemented by judgments with respect to the trend of credit condi- 
tions in the immediate future) is the principal guide. The experience 
period employed should not be too long, as conditions with respect 
to volume of business, credit policies, discount practices, collection 
methods, etc. are subject to marked change over a relatively short 
time. Gare should be taken in making the estimate to correlate past 
losses with the appropriate volume of business. 

The volume of account sales is usually the proper base to which 
the estimated loss rate should be applied. Some authorities recom- 
mend the use of the total volume of business, both cash and credit, in 
this connection, but unless cash sales are of negligible amount the 
total sales base is not satisfactory. It is true that total sales is a figure 
readily available but the amount of credit business for any period 
can also be easily ascertained from the charges to accounts receivable. 
The balance of accounts receivable at the end of the period is even 
more unsatisfactory as a base figure on which to calculate the allow- 
ance for bad debts for the period. The balance outstanding fluctu- 
ates from period to period in terms of other factors than credit sales, 
and in the case of monthly reckonings some of the same charges may 
be represented in two or more successive balances. However, where 
the allowance is calculated on the basis of a segregation and study of 
doubtful and overdue accounts only, it may be expedient to work 
out a rate which can be applied directly to the total of questionable 
accounts outstanding in making the estimate. 

Bad Debts—Interpretation of Charges. Assume that the account 
sales of the jM Co. in a particular period amount to 1 100,000 and that 
is determined to be the percentage of credit business which will 
presumably be uncollectible. The following adjusting entries should 
then be made at the close of the period: 



VALUATION AND AUDIT OF RECEIVABLES 431 

Sales — ^Bad Debts Adjustment 13,000 

Accounts Receivable — Allowance for Bad Debts. . . 13,000 


As indicated by the title used the charge for estimated bad debts 
can be viewed as an offset to gross sales, somewhat akin to discounts 
and allowances. This interpretation assumes that the management 
recognizes that a certain percentage of the total mass of book charges, 
without reference to individual balances, is uncollectible, and that 
the gross revenue figure recorded for credit sales is therefore tentative 
and subject to an adjustment. An alternative view, adopted by 
many accountants, considers such charges either as a financial ex- 
pense applicable to the business as a whole or as a cost to be borne 
by the credits and collections department. The treatment of the 
item as a deduction from net earnings, current or past, a third pos- 
sibility, assumes that all book accounts, at the outset, are good assets 
to the amount of their face value, and that any subsequent write-off 
without collection is a clear-cut loss. This interpretation is not 
appropriate where a systematic periodic allowance is made, but 
might be considered applicable to cases where accounts are written 
off directly when uncollectibility is established without preliminary 
adjustment. 

If viewed as a sales adjustment, the estimate of bad debts appli- 
cable to the sales of the period should be reported in the income 
statement as indicated by the following: 


Gross Sales . . . . . . . xxx 

Less Estimated Uncollectibles (and other adjustments) . . . . , _ x 

Net Sales . . / . . . . ' . xxx 


As in the case of returns, the estimated merchandise costs and other 
operating charges applicable to the sales from which bad debts 
emerge might be segregated and set up as a special loss, thus freeing 
the realizable sales from the burden of such costs. Such an analysis 
assumes that the true costs of effective revenues do not include the 
charges incurred which are not specifically recovered (at least in part) 
through collections. No doubt this interpretation of bad debt losses 
has merit. It focuses attention on the actual amount of loss from a 
cost standpoint and places the cost of sales on a more ideal basis, a 
point of special importance in making comparisons by departments 
and by periods. On the other hand it must be remembered that 
under prevailing conditions it is not practicable for any management, 
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however efficieiit, to avoid uncollectible accounts entirely; and there 
are other unfortunate features of business operation which result in 
higher costs than would prevail under more ideal circumstances. 
The question is, should accounts show operating costs as actually 
incurred or costs as they should be, ideally, all excess charges being 
treated as losses? The reasonable answer is that by accounting and 
statistical means all significant lines of analysis should be adequately 
explored, in so far as time and expense permit, but in defining losses 
for purposes of actual record it is necessary to recognize the inherent 
difficulties and limitations of the situation. 

Nature and Treatment of Allowance Account. Assuming that the 
estimate has been carefully made the credit to the allowance account 
(often labeled “reserve for bad debts”) can best be interpreted as an 
offset to the gross value of receivables. Further, the use of the special 
contra account, in lieu of a direct credit to the controlling account, is 
a technical necessity. The essence of the allowance method of han- 
dling bad debts is the substitution of a blanket estimate for immedi- 
ate appraisal and adjustment of individual accounts, and since the 
amount of the allowance is not assignable to particular accounts until 
later it is not feasible to credit the control account at this point, as 
this would throw it out of harmony with the customers' ledger. The 
presentation in the position statement should be as follows: 


Accounts Receivable — Gross Book Value . xxx 

Less Allowance for Bad Debts (and other adjustments) . . . x xxx 


The allowance for bad debts should not show an accumulating 
credit balance as does the allowance for depreciation. If the balance 
is increasing from year to year (without an increase in the amount of 
credit business) this shows either that the percentage which is being 
used to determine bad debts is too high and should be adjusted, or 
that bad accounts are being carried that should be written off. 

No doubt numerous cases may be found in practice where income 
has been understated through the establishment of an excessive al- 
lowance for bad debts. In this situation the allowance account re- 
flects earnings in an undetermined amount— a form of “secret 
reserve.” Where a condition of this sort becomes apparent the 
proper remedy is to transfer the amount of the allowance in excess 
of an adequate provision to retained earnings. 

On the other hand, especially in small concerns, cases are probably 
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Still more numerous where the allowance provided is inadequate and 
earnings are correspondingly overstated (or deficit understated). 
Here the ideal treatment consists of an adjustment by which retained 
earnings are charged and the allowance account credited in appro- 
priate amount. A charge to retained earnings, to cover bad debts 
originating in an earlier period, is also required on the occasion of 
the establishment of the allowance method. The amount of an 
adjustment of the allowance in either direction should be reported 
in the income statement covering the year in which the correction is 
made. 

In any event the retention of a moderate credit balance in the 
allowance, as a safety factor, is quite legitimate. 

Appraisal of Specific Accounts. Even if a periodic adjustment is 
made on the basis of a blanket estimate the appraisal of the indi- 
vidual account must be undertaken if it is not collected within a 
reasonable period. In passing judgment on an account the im- 
portant points to be considered include: (1) length of time account 
has run; (2) customer’s practice with respect to discounts offered; 
(3) trend of the account; (4) rating of customer with recognized 
credit agencies. Perhaps the first point is the most important. Ex- 
perience shows that the best evidence that the customer will not pay 
is found in his failure to pay within a reasonable length of time. The 
normal period for this purpose is the average time accounts actually 
run, without emphasizing nominal terms unduly. In making a gen- 
eral examination of receivables it is often helpful to prepare a sched- 
ule in which all delinquent accounts are classified according to length 
of time past due. This process is sometimes referred to as “aging” the 
accounts. In this connection a distinction must of course be made 
between a particular charge or bill and a balance resulting from a 
number of debits and credits. The discount practice is also signifi- 
cant, especially if the customer is a business organization. Failure to 
take discounts offered generally indicates poor financial manage- 
ment, an embarrassed financial position, or both. The trend of the 
account may be read from the entries themselves and is some indica- 
tion of collectibility. If purchases are becoming larger and collec- 
tions smaller and more tardy, to take an extreme case, a dangerous 
condition is indicated. Usually a customer’s balance is good, doubt- 
ful, or bad in its entirety. However, partial collection may occur in 
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some cases, particularly where one or more of the charges involved 
is in dispute. 

The process of ascertaining specific bad accounts should be sys- 
tematically attended to, as time passes and circumstances arise which 
furnish a basis for judgment. Carrying worthless accounts on the 
books as good assets is bad practice, even if the balance in the allow- 
ance account is adequate. As soon as it appears clear that the 
prospect of collection is remote the responsible person or department 
should authorize the write-off. 

Writing Off Bad Accounts. Assume that during a particular period 
accounts of certain customers of the M Co. amounting to |2,500 are 
considered to be uncollectible and are charged to the allowance ac- 
count. The entries required are: 

Accounts Receivable — Allowance for Bad Debts . . . $2,500 

Accounts Receivable (also specific accounts) . . . . $2,500 

By means of these entries the tentative estimated deduction from 
receivables in the amount of $2,500 is distributed or assigned to 
specific accounts and is also credited to the controlling account. 
That is, the provisional subtraction from assets which was set up in a 
special contra account is now canceled and credited, to the extent 
that it has been validated, to the primary accounts involved. 

When an account is written off the proper sheet or sheets of the 
subsidiary ledger should be transferred to another book or file so 
that the full record may be maintained in connection with additional 
efforts to collect or later applications for credit. The elimination of 
the account from the active list does not in itself affect its legal status 
or warrant any change in attitude in dealing with the customer. In 
fact it is not necessary actually to credit the individual sheet provided 
it is pulled out of tlxe live accounts and the controlling account is 
properly credited. 

In many cases few if any accounts are written off as bad until the 
period following that in which the sales are made and recorded. 
Under this condition the charges to the allowance in a particular 
period are not represented by current accounts and if the allowance 
is adequate such charges will not exceed the credits previously estab- 
lished therein. Accordingly, at the close of any period, and just 
before the estimate of bad debts accruing currently has been recog- 
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nized, the allowance for bad debts should show a credit balance large 
enough to absorb accounts originating in earlier periods and still on 
the books, which may prove to be uncollectible. If the write-offs 
have exceeded the provisional credits, so that the allowance as it 
appears in the trial balance shows a debit rather than a credit bal- 
ance, this indicates (assuming the write-offs to have been fully war- 
ranted) that the blanket estimates made in the past have been in- 
sufficient to take care of circumstances as they have developed and 
that the amount of this debit, therefore, is a correction of past earn- 
ings. 

On the other hand, where the accounting period involved is the 
full year (or even several months) and writing off of very doubtful 
and definitely bad accounts is taken care of systematically and 
promptly, it will often happen that the recognition of an account as 
bad will antedate the setting up of the allowance. In this event the 
charge may still be to the allowance account, in anticipation of an 
adequate provision for bad debts at the close of the period, but some 
care must be taken in interpreting the balance of the allowance 
account, as it appears in the trial balance, under this condition. If 
the balance is a debit, and such debit does not exceed the amount of 
current accounts written off as bad during the period, no adjustment 
of past earnings is indicated; but if the debit balance includes the 
effect of writing off some accounts originating in an earlier period, a 
deficiency in the provision, chargeable to retained earnings, is ap 
parent. If the balance remains a credit, notwithstanding the write- 
off of current accounts prior to the recognition of the estimated bad 
debts for the period, the provision made in the past would appear to 
be ample, especially if there has been no neglect in appraising and 
eliminating bad accounts. In no case should underestimates or 
overestimates of the past be covered up through the increase or de- 
crease of the current adjustment. In other words, the income report 
of each period should contain an adjustment of revenue which is 
appropriate in view of the volume of credit sales and other pertinent 
conditions obtaining, regardless of the status of the allowance ac- 
count just before the recognition of the current adjustment. 

Recording Collection of Bad Accounts. The adjustments required 
if an account which has been written off as bad is later collected in 
whole or in part depend upon the circumstances. If the account is 
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collected in a period subsequent to that in which it was charged to 
the allowance the amount may be treated as a special income item. 
If collected in the period in which written off, but subsequent to the 
period in which sale occurred, the same disposition is usually recom- 
mended, although it is possible in this case to reverse the write-off 
entries, and then recognize collection in the usual manner, on the 
theory that the allowance was not intended to provide for the par- 
ticular account involved and should therefore be adjusted. If sale, 
write-off, and collection all take place in one period a reversal of the 
write-off entries followed by ordinary collection entries would seem 
to be called for, on the ground that the particular account collected 
should not have been treated as bad and that the amount of the al- 
lowance needed is not affected by this transaction. Even in this case 
the charge to the allowance might be allowed to stand and the 
amount collected credited to a special income account, if the collec- 
tion of the particular account could be viewed as a very unusual 
event, thus justifying the assumption that the allowance included a 
provision for the loss of this account. 

To illustrate, assume that the amount of $300 is realized through 
legal proceedings on the account of the R Co. amounting to $1,000 
and written off in full as a bad account in the preceding period. 
The general entries are: 

Gash $300 

Bad Debts Recovered $300 

The credit entry represents a special income item. No entry in ac- 
counts receivable is required, unless the write-off entries are reversed, 
but adequate notation should be made on the individual page or 
sheet, in the bad accounts hie, so that the complete record will be 
available, if the recovery were made in the period in which the 
write-off occurred, and circumstances justihed reversing the write-off 
entries in part, the following entries would be appropriate: 


(t) 

Accounts Receivable (also R Go.) . . . . , , . , $300 

Accounts Receivable — Allowance for Bad Debts . . . $300 

To reverse write-off 

( 2 ) 

Gash 300 

Accounts Receivable (also R Co.) 300 

To record collection 
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In the administration of Federal income taxes bad debts recovered 
—and previously taken as a deduction, either directly or through 
the allowance method— are an item of taxable income. 

Where the effort to collect bad accounts is viewed as a special 
activity, and substantial costs are involved, there is merit in the treat- 
raent of amounts recovered as revenues associated with such special 
costs, as by this means the worthwhileness of the activity may be 
judged. 

Allowance for Collection Costs. The costs of handling and collect- 
ing receivables are obviously applicable to the sales through which 
the receivables originate. Such costs, however, are often incurred in 
part in a period succeeding that in which the revenues are recognized 
and again the need for an estimated adjustment arises. In this case 
there is much to be said for charging the estimated amount to an 
appropriate operating expense account each period, instead of treat- 
ing it as a sales deduction, as costs of billing and collecting are 
charges which must be incurred more or less regularly by any con- 
cern doing business on a credit basis, and they are not in any sense 
an allowance or concession to customers. The objection to this is 
the general objection to the recognition of an operating cost before 
it is literally incurred either on a cost or liability basis. 

The concurrent credit should be lodged in an allowance for billing 
and collection cost, and as expenditures are made in the following 
period this account is charged with the costs relating to receivables 
originating in the preceding period. As a matter of convenience all 
collection expenses incurred may be charged to the allowance until 
the amount is exhausted, additional costs of this character then be- 
ing debited to the regular expense account. 

The interpretation of the allowance account in this case is espe- 
cially troublesome. It does not measure either a definite or a con- 
tingent reduction in amounts to be collected; it does not represent a 
sum, either definite or contingent, which is owing to customers or to 
other parties and hence is not a typical liability balance. The 
amount credited to the allowance, nevertheless, does reflect an esti- 
mate of a cost which it is expected must actually be incurred in the 
process of finally realizing, in cash, the revenues already recorded, 
and accordingly may be viewed as a valuation offset— in measuring 
the net realizable amount— to receivables. 

For example, at the close of the first period of operation of the 
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M Co. it is estimated that billing and collection expenses will be 
required in connectidn with outstanding receivables in tlie amount 
of $200. With this condition the adjusting entries are: 


Goikcdon Expense . . . . . . . . . . . . $200 

Allowance for Collection Expense $200 


In the following period the total amount of collection expense 
actually incurred is $1,000. In summary form the entries are: 


Collection Expense . . $800 

Allowance for Collection Expense 200 

Cash (or other appropriate accounts) ...... $1,000 


At the end of the second period another adjustment is in order. 
And so on. 

Under some accounting schemes, where an ejSort is made to ap^ 
portion various classes of costs in terms of specific months or other 
short periods, operations are charged each period with estimated 
amounts, which are credited to “equalization reserves,'' and then all 
costs of the types involved are charged as incurred to the so-called 
reserve accounts. Evidently a procedure of this kind might appro- 
priately be applied to an overlapping cost such as collection expense. 

Use of Discounted Values. In the valuation of accounts receivable 
for statement purposes the standard treatment excludes all worthless 
accounts and accepts face value, less appropriate adjustments for bad 
debts, discounts, and other offsetting factors. A possible alternative 
basis of valuation is liquidation or discounted value, the cash value 
immediately realizable by discounting the accounts through some 
financing concern. This basis, however, is somewhat objectionable 
from the standpoint of the going concern which has no expectation 
of being obliged to sell or pledge its accounts for cash, especially in 
view of the fact that the “market" for open accounts is relatively 
undeveloped, and is not usually resorted to by enterprises in first- 
class financial condition. 

The “discounted value" of an account receivable might be inter- 
preted to mean the present value which would be obtained by dis- 
counting the sum which it is expected will finally be collected for 
the estimated period from date of valuation to date of collection, at 
a reasonable rate of interest. This basis is sound in theory and can 
be supported as a practical measure in the case of notes and bonds, 
but it cannot be conveniently applied to ordinary book accounts. 



VALUATION AND AUDIT OF RECEIVABLES 


439 


The life of the individual account cannot be determined with pre- 
cision, the rate of discount used would be more or less arbitrary, and 
the adjustment would usually be for a relatively small amount. On 
the other hand special statistical studies designed to disclose the in- 
terest element implicit in book accounts, both receivable and pay- 
able, should be made from time to time, especially when a change 
in credit policies is under consideration. 

Audit of Receivables. The periodic verification of receivables is 
facilitated where the regular routine for handling credit sales and 
collections is effectively developed. In ail cases, however, the auditor 
must satisfy himself as to the accuracy and adequacy of the regular 
work, and this involves, at the least, a judicious sampling or “spot- 
checking.” Verification of charges to customers commonly takes the 
form of a comparison of ledger entries with invoices or other under- 
lying documents. Where a limited verification discloses evidences of 
irregularity in handling invoices (if, for example, bills have been 
drawn and posted in advance of shipment, have been made out for 
wrong amounts, or have been charged to imaginary customers) a 
more complete audit must be undertaken. Credit entries represent- 
ing collections can be audited by comparison with the records of 
cash receipts, and credits representing returns, allowances, etc. can 
be checked against invoice terms, credit memoranda, and correspond- 
ence covering claims. Special attention should be directed to credits 
covering payments received in other than cash form (notes, for ex- 
ample) and credits for bad debts. A common form of embezzleitient 
is the abstraction of collections on account, and alteration or sup- 
pression of entries is often found in this connection. Disclosure of 
such conditions often requires all the auditor's care and resource- 
fulness. In many cases the auditor will find it necessary to enter into 
direct communication with some—or all— customers, for the purpose 
of having them verify statements drawn from the books or submit 
statements of their own preparation. 

The auditor should see to it that all questionable receivables, such 
as goods shipped on consignment, approval sales, etc. are excluded 
or segregated. In summarizing for statement purposes there should 
be no cancellation of liabilities, such as advances by certain cus- 
tomers, against accounts receivable. Such receivables as amounts 
due from employees and advances to subsidiary companies should 
receive special attention and should be segregated, or commented 
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upon, in Statement presentation. Testing the adequacy of the allow- 
ance for bad debts and other adjustments of receivables should also 
be deemed to fall within the range of the public auditor's duties. 

See comments on audit of notes receivable in the next chapter. 

Illustrative Problem* The Wills Co. begins business as of January 
1, 1943. The record of credit sales, collections, and bad accounts 
written off for the next six years is as follows: 


Year 

Credit Sales 

Collections 

Write-offs 

1943 

$ 50,000 

$ 45,000 


1944 

60,000 

58,000 

1*566 

1945 

75,000 

76,000 

2,000 

1946 

120,000 

110,000 

1,000 

1947 

150,000 

140,000 

500 

1948 

160,000 

165,000 

1,500 

During 1949 

credit sales amount to 

$145,000, collections 

total $144,000, and 


accounts written off as worthless during the year amount to $500. For the entire 
period 1943-1949 recoveries made on accounts written off have totaled only $300, 
an amount more than offset by special collection costs. 

At this point, before the books have been closed for the year, it is decided to estab- 
lish the allowance method of dealing with bad debts. It is also decided to use the 
experience of the period 1946-1948 as a basis. As a first step the outstanding re- 
ceivables are classified according to age, as follows : 


Period on the books Amount 

Originating prior to 1948 . , . , . $ 

Over one year. . . . . . 3,000 

Over six months and less than twelve . . . . , . . . 1,000 

Over two months and less than six. . . , , * , , . 1,000 

Less than two months . , . , . . . . , , , . 10,000 


$15,000 

With respect to the bad debts written off in the period 1946-'1949, a total of 
$3,500, it is found that accounts originating prior to 1946 are included in the amount 
of $1,900. It is also found that of the accounts written off in 1949 all originated in 
earlier years. As to the accounts now on the books it is concluded that all charges 
outstanding for more than a year should be written off, that there are definitely 
worthless accounts included in charges of over six months and less than one year 
amounting to $500, and that of the charges of the last six months accounts which 
should be written off total another $500. The final losses to be correlated with the 
credit business of the period 1946-1948, accordingly, are computed as follows: 


Total written off 1946-1948 $3,500 

Less amount applicable to period 1943-1945. . . [ ] 1*900 $1,600 

Balance to be written off 3,000 


$4,600 
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(3) 

Accounts Receivable — Allowance for Bad Debts • . 950 

Accounts Receivable 950 

To record writing off of accounts 


At the end of the year it is decided to apply the same rate, 1.1%, in measuring the 
uncollectibles in the year’s business. It is also decided that additional accounts 
amounting to $450 should be written off. The necessary entries are: 


( 1 ) 

Sales — ^Bad Debts Adjustment $15430 

Accounts Receivable — Allowance for Bad Debts. , . $1,430 

To set up allowance for uncollectibles for the year 

( 2 ) 

Accounts Receivable — Allowance for Bad Debts . . . 450 

Accounts Receivable , 450 

To record year-end write-offs 


The credit balance in the allowance account at this point stands at $625, a slight 
increase over the balance of December 31, 1949, notwithstanding the decline in the 
volume of credit business. No occasion for a special adjustment is indicated, how- 
ever, as the allowance account may properly include a reasonable safety factor. 

Questions 

1 . Outline the allowance method of recognizing and apportioning uncollectible 
accounts. Indicate its special advantages over the principal alternative method. 

2. How should the percentage of uncollectibles be determined? 

3. To which of the following bases should the percentage of uncollectibles be 
applied: (a) balance of receivables outstanding at the close of the period; (b) account 
sales; (c) all sales on a credit basis; (d) total sales? Explain. 

4. List and discuss the principal alternative treatments for the charge represent- 
ing estimated uncollectibles for the period. 

5. Is it proper to charge credit sales which arc collectible with costs of sales 
which prove to be uncollectible? 

6. What is the nature of the allowance for bad debts? Why is such an account 
a technical necessity? How should it be presented in the position statement? 

7. Under what circumstances may the allowance for uncollectibles properly 
show a debit balance in the trial balance? Contrast the allowance for uncoEectibies 
and the allowance for depreciation. 

8. What are the principal factors to be considered in appraising specific custom- 
ers’ 'accounts? : 

9. Outline the procedure to be followed in writing off bad accounts, and indicate 
the proper interpretation for each of the following general situations: (a) write-off 
in period in which the account originated, and prior to recognition of allowance; 
(b) write-off in period following that of sale. 

10. Outline the procedure to be followed in connection with the collection of 
accounts preriously written off as worthless and discuss each of the following situa- 
tions? . (a) collection in period following write-off, assuming sale to have occurred in 
a still earlier period; (b) collection in same period as sale and write-off. 
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11. Why is an allowance for collection cost an account difficult to interpret? 

12. Why is immediate realizable value a questionable basis for the valuation of 
book accounts? With illustrative entries show how the implicit interest element in 
ordinary accounts might be estimated and brought to light. 

13. Outline an audit program covering the accounts receivable of a department 
store. 



XXIIl 


NOTES RECEIVABLE AND PAYABLE 


Commercial Paper— Types and Characteristics. There are two 
main classes of “commercial paper'" commonly used in business: 
(1) promissory notes; (2) bills of exchange. The ordinary promissory 
note is a written contract between two parties, the maker and the 
payee, under which the former unconditionally agrees to pay to the 
latter (or his order) a stated or determinable amount on a specified 
date. As indicated by the illustrative forms on page 445 the instru- 
ment regularly covers date drawn, name of payee, amount, due date 
(or statement of period of days, months, or years from date drawn), 
interest rate, signature of maker. Place at w'hich drawn and place 
of payment are also sometimes named in the document. The con- 
ventional phrase “for value received" is not required to insure va- 
lidity or negotiability. In special cases notes are payable to bearer. 
(Coupon bonds are essentially long-term notes of this type.) Where 
no time is specified the instrument is deemed to be payable on 
demand. Notes may be “unsecured," in which case they have sub- 
stantially the same legal status as the ordinary book account, or they 
may be specifically secured by the deposit of collateral, by the execu- 
tion of a mortgage on real or personal property, or in some other 
manner. To be fully negotiable a note must be payable to the order 
of the specified party or to bearer. 

The bill of exchange is a written order prepared and signed by 
the maker (drawer) directing another party (the drawee) to pay to 
himself (the maker), to his order, to a specified third party, or to 
bearer, on demand or “sight," or at a fixed or determinable date, a 
stated sum. The term includes commercial drafts and acceptances, 
and bank drafts and acceptances. Ordinary checks drawn on bank 
accounts are a type of demand bill, although usually viewed as cash 
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for accounting purposes. Time bills or drafts, which may or may not 
bear explicit interest, are closely allied to promissory notes, especially 
where payable to the maker or drawer. All bills of exchange, how- 
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ever, have the distinctive feature of being “orders'' to pay rather 
than “promises" to pay; the vendor (or creditor under other circum- 
stances) initiates settlement by “billing" or “drawing upon" the buyer 
(or debtor under other circumstances), thereby instructing him to 
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make payment. Biiis arising in domestic business are usually re* 
ferred to as ^‘drafts/’ the term “bill of exchange'' being applied par- 
ticularly to instruments arising in connection with foreign commerce. 
To become binding a bill must be “accepted" by the drawee. Ac- 
ceptance often is accomplished by writing the term “accepted," the 
date, and the signature of the drawee, across the face of the bill. 

An important feature of notes and bills as compared with book 
accounts is their high degree of negotiability or transferability. This 
feature makes it possible for banks and other financial institutions 
to facilitate the purchase and sale of goods by advancing funds based 
on commercial paper. Where instruments are payable to bearer ne- 
gotiation can be accomplished by physical delivery, as in the case of 
money itself; where they are payable to order of a particular party 
complete negotiation requires a proper form of indorsement. A 
complete or “blank" indorsement is usually accomplished by writing 
the signature of the indorser, without additional words, on the back 
of the instrument. In the “qualified" indorsement, which passes 
title without making the indorser liable, the words “without re- 
course" are usually added. Under some circumstances commercial 
paper is transferred by assignment, without full negotiation. 

Origins and Uses of Commercial Paper. Promissory notes originate 
for the most part in three ways: (1) through the purchase or sale of 
merchandise or other assets; (2) in the settlement of book accounts; 
(3) in loaning or borrowing funds for either temporary or long-term 
purposes. Purchases and sales in whole or in part “on note" rather 
than on account are especially common where the cost per unit is 
relatively high, as in the case of agricultural implements, motor 
cars, factory machines, office equipment, household furniture and 
appliances, and other equipment lines. Notes also frequently arise 
where large aggregates of materials or merchandise change hands at 
one time. The customer usually makes a more or less substantial 
down payment and gives one or more notes for the balance. Such 
notes regularly bear interest and run for from two months to a year 
—occasionally longer. A closely allied situation is found in the real 
estate field, where secured notes are employed in financing the trans- 
fer of subdivision lots and other parcels of property. 

Notes are seldom given to meet open accounts except where the 
account is past due and the debtor is finding it difficult to make pay- 
ment, and notes arising under these circumstances are naturally none 



NOTES RECEIVABLE AND RAYABIE 


447 ' 


too secure. The execution of a note to cover a book account, how- 
ever, does serve as a further acknowledgment of the obligation, sets 
a definite date for payment, usually introduces the factor of interest, 
and makes a negotiable instrument available to the creditor. Occa- 
sionally the debtor on account delivers a note in settlement made 
by some other party, and such a note may be substantially the equiva- 
lent of cash. 

An important activity in the banking field is the making of com- 
mercial loans, through both secured and unsecured notes, to finance 
merchandising and other transactions and to meet the seasonal needs 
of business concerns for additional working capital. Enterprises in 
other lines frequently borrow funds on note, for long as well as for 
short terms, and from other sources as well as from banks, but are 
not in the business of loaning money to others. However, business 
concerns do sometimes make accommodation and other loans to 
stockholders and officers, which are evidenced by notes, and sub- 
stantial advances to affiliated and subsidiary companies, usually cov- 
ered by notes, are not uncommon. Not infrequently, too, a com- 
pany invests idle funds in notes and similar securities issued by 
other corporations or governmental units. 

Commercial bills or drafts originate largely in merchandising 
transactions. To illustrate the general circumstances, assume that 
the M Co. in Chicago makes a sale to the R Co. in Detroit, and it is 
agreed (or understood) between the parties that the M Co. may draw 
upon the R Co. by means of a thirty-day draft, the same to be for- 
warded upon consignment. The vendor delivers the merchandise 
to the railway company, and mails the draft, with invoice and bill of 
lading, to the R Co. The draft may be drawn payable directly to the 
M Co., to a representative, or to a distinct third party. The buyer 
accepts the draft and returns the accepted instrument to the drawer. 
The M Co. now has a valid receivable, with the same legal status as 
a promissory note, which may be held to maturity or negotiated, as 
desired. Neither the nature of the transaction or of the instrument 
used would be changed in any substantial way if the M Go. forwarded 
the draft and bill of lading through its Chicago bank to the R Co/s 
bank in Detroit with instructions to deliver the bill of lading to the 
vendee upon acceptance of the draft, and then to hold the draft for 
collection, although the use of banking channels would be a safeguard 
in that it would tend to insure prompt acceptance by the drawee. 

In some cases goods are shipped under an arrangement which re- 
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quires the buyer to accept and pay the draft drawn by the vendor in 
order to secure possession. Such a transaction is essentially a c.o.d. 
sale. 

Bookkeeping Procedure. Where notes and time bills originate 
through sales the principal documentary basis for the charge to re- 
ceivables on the vendor's books is the audited invoice, as in the case 
of sales on account. If the note or bill is received immediately upon 
consignment or delivery, or very shortly thereafter, the appropriate 
information may be listed on the invoice or an attached memoran- 
dum, and the original charge may be made directly to notes or bills 
receivable instead of to accounts receivable. In many situations, 
however, it is more convenient to break the transaction into two 
parts for purposes of record: (1) sale on account; (2) receipt of note 
or accepted draft to replace the open book charge. The first step is 
then handled like any other charge sale; the second requires the use 
of a special journalizing medium and— where such transactions are 
very numerous— the preparation of slips or vouchers from which the 
credits to the individual customers' accounts may be derived. Under 
this procedure a complete record of all charges appears in the cus- 
tomer’s individual account, and control and audit of the entire trans- 
action is facilitated. 

Essential details such as dates, amounts, interest rates, names of 
makers and indorsers, collateral, etc. appear on the instruments 
themselves and hence a complete file or portfolio of notes receivable 
constitutes in effect a subsidiary ledger lying back of the controlling 
account or accounts. Notes and bills, however, are valuable docu- 
ments, and can scarcely be left in an ordinary office file. Further, 
discounted or pledged paper, no longer in the possession of the 
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original holder, must still be accounted for on his books. It is neces- 
sary, therefore, that a subsidiary ledger be maintained in which are 
continuously displayed all data with respect to each note or bill and 
each debtor involved. Such a record may be in the form of a file of 
cards or sheets similar to a typical customers' ledger (see discussion 
of bank’s methods, next section). Or it may be a chronological note 
or bill register, with one horizontal line devoted to each note, as in 
the illustration on this and the next page. The register may serve 
purely as a subsidiary ledger or it may be used both as journal and 
ledger. If restricted to the ledger function the entries to the ledger 
accounts may be secured through general journal, sales records, and 
other media. 

The example given assumes that notes and bills received are pri- 
marily furnished by customers and that in booking the sales invoice 
the customer’s account is regularly charged, in accordance with the 
procedure just outlined. It also assumes that the credits to the in- 
dividual accounts will be posted from this book rather than from 
separate vouchers or memoranda. The collection or discounting o£ 
the instrument is journalized through the cash records and is re- 
corded in the note register in memorandum form. The writing off 
of dishonored and uncollectible paper would likewise be recorded 
only in memo in the register, the entries for the accounts being se- 
cured through the general journal. The general-ledger columns in- 
cluded in the example are to take care of notes originating otherwise 
than through credit sales or to provide a means of recording special 
adjustments such as interest already accrued when notes are received. 
.Adjustments for accrued interest may of course be handled through 
the general journal. A more elaborate form of record for each in- 
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strument than the single line may be needed in some situations. 
Where notes are payable on the installment plan, for example, the 
use of a special sheet for each note is expedient. 

The procedure required in handling notes from the standpoint of 
the books of the creditor or payee can be readily adapted to the needs 
of the debtor or payor. 

Where notes and bills handled are numerous it is important that 
a definite system be worked out which will insure that prompt at- 
tention be given to each instrument as it comes due. In some cases 
the note register is arranged by months or weeks of maturity, one or 
more pages being reserved for each period, and thus serves as a form 
of note tickler. When this is done, and notes are entered by maturity 
periods rather than dates of receipt, the use of the book as a posting 
medium requires the preparation of a summary of entries on all 
pages to secure the total for entry in the controlling accounts. For 
most situations the use of some special book or device as a tickler is 
to be recommended. 

If desired, drafts and acceptances receivable or payable may be 
separated from promissory notes both in the general-ledger accounts 
and in the underlying records, although there is no material dif- 
ference between the two types of paper for accounting purposes. It 
is also sometimes recommended that notes and drafts arising in mer- 
chandising and other regular commercial transactions be segregated 
from stockholders’ and employees’ notes, and notes representing 
loans to associated companies. Another line of division which may 
well receive some ledger recognition is found in the distinction be- 
tween secured and unsecured paper. A special account may also be 
used to cover notes assigned or pledged, although in this case a nota- 
tion in the note register, and proper comment in connection with 
statement presentation, may suffice. In ail cases long-term and short- 
term notes should be distinguished, in the financial statement if not 
in the ledger records. 

Loans and Discounts in Bank Accounting. Banks regularly make 
use of a "loans and discounts” register, a bound or loose-leaf book 
roughly similar to the notes receivable register illustrated above, 
and when a note or bill is received it is assigned a number and re- 
corded in this book. If the borrower is a depositor a credit ticket or 
deposit slip is prepared for the amount of the net proceeds and his 
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deposit account is credited, and even if the borrower has had no ac- 
count with the bank up to this point a checking account for the 
amount of the loan is often opened. If the proceeds are immediately 
paid to the borrower in cash the amount may be credited directly to 
cash instead of being passed through a deposit account. The register 
sheet is totaled daily and the total face or maturity value of the 
loans, under the usual procedure, is charged to “loans and discounts’" 
ill the general ledger. The treatment of the discounts and other 
charges deducted, if any, is discussed in the next chapter. 

It should be explained that the term “loans” in banking practice 
refers to direct loans made, without deductions, and usually secured 
by collateral or otherwise, on which interest is charged at a specified 
rate. The term “discounts” refers to notes or bills arising in com- 
mercial transactions, and usually secured only by indorsement or 
acceptance, which are “purchased” or discounted by the bank, the 
amount of the discount being deducted from the sum due at maturity 
in determining the net proceeds or price. 

An important element in the bank’s accounting for commercial 
paper is the “liability” ledger. This is a record (usually in the form 
of a file of sheets or cards) which shows all loans made to each per- 
son, firm, or corporation. In addition to this “direct” liability ledger 
the bank may also maintain an “indirect” ledger record for the pur- 
pose of showing ail endorsements or other guaranties. This second- 
ary record may be in the form of separate cards, under indorsers’ 
names, filed with the direct liability cards. In some institutions a 
combination type of card or sheet is kept, for the purpose of showing 
the total amount of liability carried, direct and indirect, under each 
name. 

In order that maturities may be brought to attention on the proper 
dates all notes and bills are recorded in a tickler, a bound or loose- 
leaf book containing one page or section for each business day. The 
entries in the tickler should be made promptly when the notes are 
received and should describe each loan or discount in adequate de- 
tail. Under this plan a complete list of paper maturing on each day 
is available when the corresponding date is reached or is approached. 
In some cases the notices of maturity to be sent to borrowers or in- 
dorsers are written up when the loans are made and filed according 
to due dates and notice dates. 

Under some systems the entries on the note register, the liability 
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ledger cards, and the tickler sheet are ail posted by machine in one 
operation. In large institutions a distinct set of records may be em- 
ployed for each main class of commercial paper handled. 

The actual notes and bills are filed by maturity dates (or, in some 
cases, by makers' names and other classifications). A few days be- 
fore maturity the paper coming due is transferred to the collection 
department for attention. The loans and discounts account is 
credited with daily collections, proper entries being made for inter- 
est and discount. When paper is past due it is placed in a special 
file for the attention of those charged with pushing collection of such 
items. Where maker or acceptor fails to make payment when due, 
or within a reasonable time thereafter, necessary technical steps to 
hold indorser or drawer must be taken. The renewal of a note is 
commonly treated by the bank as a collection followed by the issue 
of a new note, but a complete record of renewals is maintained in 
the account of the customer in the liability ledger. 

In the handling of loans based on collateral such as stocks and 
bonds, the collateral must be filed in envelopes under customers* 
names and must be carefully controlled and safeguarded at all points. 
Under one plan the note itself includes a collateral agreement with 
space for listing the securities or other assets deposited. Under a 
second method the ordinary form of note is used and a separate 
agreement is executed covering the deposit of collateral. An essen- 
tial problem of procedure in handling loans secured by marketable 
securities is that resulting from the necessity of following market 
values in terms of particular loans. The liability ledger in this situa- 
tion should emphasize each loan and the applicable collateral. Fur- 
ther, to facilitate the watching of security prices and to assist in 
avoiding dangerous commitments a record should be maintained 
which shows all collateral held classified by particular issues and 
types of securities. 

This discussion of the handling of loans and discounts by banks 
by no means represents a complete description of typical bank roir 
tine in this connection; it is intended merely to call attention to 
some of the principal features of typical procedure. 

Recording Notes Receivable— Illustrative Entries. Assume that the 
Weed Motor Sales Co. sells a car to L. V. Dodd at a price of $2,000 
and that the customer pays $1,200 in cash and gives his ninety-day 
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note at 6% for the balance. The general-ledger entries on the 
vendor's books are as follows: 

Gash . $1,200 

Notes Receivable 800 

Sales of New Cars $2,000 


As has been indicated, it would also be necessary for the vendor to 
record the details of the note in some form of subsidiary ledger. In 
this example it is assumed to be expedient to charge notes receivable 
and cash directly instead of passing the amount of the sale through 
the customer’s individual account. 

If Dodd’s note is collected with interest at maturity, and the entire 
transaction is recorded within a single accounting period, the suit- 
able entries on the date of collection are: 


Gash $812 

Notes Receivable . . |8Q0 

Interest Revenue 12 


(See discussion later in this chapter relative to calculation of inter- 
est.) Appropriate entries would also be required in the note register. 

For a second example assume that the M Co. makes a sale of mer- 
chandise to the R Co., the amount of the invoice being 1 1,000, and 
that the merchandise is consigned and the sale recorded prior to the 
receipt of a sixty-day, 6% note from the R Co. covering the purchase 
price. The entries covering sale are: 


Accounts Receivable (also R Co,) . $1,000 

Sales ............... $1,000 

When the note is received the proper entries are: 

Notes Receivable (also note register) . . . . . . . $1,000 

Accounts Receivable (also R Go.). $1,000 


If the R Co.’s note were dated prior to the date of receipt and record 
an element of accrued interest would be involved. However, unless 
the R Co. were given credit for more than the face of the note the 
recognition of the accrual might be postponed until the regular time 
for making such calculations. 

Recording Notes Fayable—Illustrative Entries, In the example 
given above the required entries on Dodd’s books, when the car is 
acquired from the Weed Motor Sales Co., are as follows: 
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Motor Equipment. * . . ♦ . • • • » • • ^25000 

Gash. 11,200 

l^otes Payable 800 


When the note is paid, assuming again that the entire transaction is 
completed within a single accounting period, the entries are: 

' Notes Payable $800 

Interest Charges 12 

Bank $812 

Borrowing from the bank is the most common origin of notes pay- 
able for many business concerns. The M Co., for example, borrows 
$5,000 from its bank, giving its 6% note for 90 days. Assuming that 
the amount of the loan is credited by the bank to the Company’s de- 
posit account, the entries representing the transaction on the bor- 
rower’s books are: 


Bank $5,000 

Notes Payable $5,000 


(Or, if desired, cash may first be debited and then credited as in the 
case of ordinary receipts and deposits.) If the M Co. pays the note 
in full at maturity, and assuming that only one accounting period 
is involved, the entries recording payment are: 


Notes Payable . 
Interest Charges 
Bank . . . 


$5,000 

75 

$5,075 


Where the borrower deposits collateral as security for the loan a 
memorandum record should be made which shows the amount and 
character of such collateral. The bonds or other assets represented 
remain the property of the borrower; it is only necessary to indicate 
in some manner in the records and in the statements the fact that 
they have been pledged, and this may or may not be considered to 
require definite segregation in the accounts. 

Ail details of notes payable should be entered in the notes payable 
register or other suitable subsidiary record. 


Calculation of Interest. The period of a note is usually stated in 
days, months, or years. In determining due dates and precise in- 
tervals involved it is convenient to assume that the instrument is 
drawn or issued at the close of business on the initial date and is pay- 
able at the close of business on the due date. In other words, the 
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clay of drav^iiig is excluded from the interest-bearing term of the note 
while the day of maturity is included. For example, a note dated 
July I and payable thirty days from date is due at the close of busi- 
ness July 31. Where the term is expressed in months, likewise, the 
due date in the maturity month corresponds to date of issue in the 
issue month. Thus a note dated June 15 and due one month from 
date is payable on July 15. Similarly a one-year note dated June 1 is 
due on June 1 of the following year. A note which matures on a 
holiday or on Sunday is legally due the following day, and interest 
for the additional day may be charged. 

Unless definitely stated to the contrary in the contract the expressed 
rate is an annual rate and must be adjusted in calculations involving 
a period of either more or less than one year. The fraction of the 
year to be used is usually determined in one of two ways. Under 
one method the year is treated as 365 days and the exact number of 
days in the term of the note, whether it be stated in days or in 
months, is taken as the numerator and 365 as the denominator of 
the required fraction. Under the alternative plan, the year is as- 
sumed for convenience to contain 360 days and each month to repre- 
sent one-twelfth of a year, and the number of days in the term of the 
note (where expressed in days) is taken as the numerator and 360 as 
the denominator of the required fraction, and the number of months 
in the term of the note (where expressed in months) is taken as the 
numerator and the number 12 as the denominator. The next step 
consists in multiplying the stated rate by the fraction of a year in- 
volved, and the final step is the application of the adjusted rate to 
tile principal or face amount of the note. To illustrate the first 
method, the adjusted interest rate on a 60-day, 6% note is 60/365 of 
6%, or approximately .009863, and the adjusted rate on a note dated 
June 1 and due August 1 is 61/365 of 6%, or approximately ,0100274. 
To illustrate the second method, the adjusted interest rate on a 
60-day, 6% note is 60/360 of 6%, or 1%, and the adjusted rate on a 
note stated to be due in two months from date of issue is 2/12 (60/360) 
of 6%, likewise 1%. For convenience the second plan is used 
throughout the discussion and illustrative calculations in this book, 
unless definitely indicated to the contrary. 

Often the most satisfactory calculation procedure is to apply the 
stated rate per annum to the principal or face amount and multiply 
the resulting annual interest by the fraction of a year involved. For 
example, on December 31, at the end of an accounting period, it is 
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desired to find the accrued interest on a 6% note for $1,100 made 
July 5 in the current year and due January 5 in the following year. 
Using the first or exact-days method the period that the note has run 
is 179/365 of a year and the interest for this period is 179/365 of $66, 
the annual interest, or $32.37. Treating all months as having thirty 
days the period the note has run is 5 25/30 months or 175/360 of a 
year and the amount accrued is $32.08. 

Where calculations are being made without the aid of machine^ 
the arithmetical process may often be abridged somewhat by using 
the so-called 6% rule (in conjunction with the second method ex- 
plained above). Interest for sixty days at 6% per annum is equiva- 
lent to 1% of the principal; interest for thirty days is one-half of 
1% or .005; interest for six days is 10% of 1%; interest for one day 
is found by dividing interest for six days by six. If the stated annual 
rate is more or less than 6%, the 6% rule as indicated may still be 
helpful in some circumstances. For example: 2% is one-third of 
6%; 3% is one-half of 6%; to find 4% subtract one-third from 6%: 
to find 5% subtract one-sixth; to find 7% add one-sixth; to find 8^/ 
add one-third; to find 2%% calculate 5% as indicated and divide by 
two; to find 3%% calculate 7% as indicated and divide by two. It 
should be borne in mind that “shortcuts'’ of this nature have their 
limitations and are justified only where they involve a distinct saving 
in time and energy over more direct calculations. 

Treatment of Accrued Interest. Interest is the amount paid or 
received on a time contract, during its life, in excess of the true 
initial principal. In the case of the ordinary note contract, the face 
or stated amount constitutes the principal and the interest is calcii* 
lated by applying the stated rate thereto, for the proper time interval, 
as has been explained. The interest element, like the principal, is 
due only at the date or dates specified. In the case of the short-term 
note there is only one maturity date and the full amount of both 
interest and principal is due on that date. Short-term notes, how- 
ever, are usually payable on or before the specified date, and if the 
note is collected before the maturity date the interest is based on the 
elapsed time rather than the total term. 

Interest, being the payment for the use of money in terms of time, 
may be said to accrue as time passes, and this process of accrual, in 
the usual interpretation, affects both asset values and revenue (or, 
in the case of notes payable, liabilities and income charges). The 
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accrual of interest, ideally, should be registered daily in the accounts. 
This, however, is not feasible for most enterprises. As a rule it is 
sufficient if the precise effect of each contract involving interest is 
recorded at the close of each accounting period, no interim account- 
ing for interest accumulation being undertaken. In addition, ac- 
cruals must be taken into account when notes are received and booked 
some time after the date of issue and an allowance has been made 
for interest in the terms agreed upon between the parties. 

The charge to interest receivable represents the increase in the 
book value of the note due to the lapse of time and constitutes a 
legitimate current asset. The credit to interest revenue represents 
an accrued earning, not realized in cash but backed by good receiv- 
ables and hence worthy of recognition. The interest receivable is an 
asset closely akin to the principal receivable. The single document, 
in fact, includes the promise to pay interest as well as principal. The 
question arises, then, why use the special receivable account? Why 
not charge interest accrued directly to notes receivable? The answer 
is that the use of the separate account is an established tradition, 
and that in the case of long-term contracts the practice has a special 
justification in that part of the total interest is due before the date 
on which the principal is collectible and hence is a more current 
asset than the principal. However, there is nothing essentially un- 
sound in the inclusion of accrued interest in the main account and 
the standard practice of recording discounted paper does not involve 
the use of a separate account for interest receivable or payable. 

The accrued interest on each note may be listed in memorandum 
form in the note register if space therefor is provided. Otherwise a 
special schedule of accruals by individual notes, supporting the 
charge to interest receivable, must be prepared and kept on file. The 
formal entries are usually recognized through the general journal. 

In accruing interest receivable or payable a distinction is some- 
times drawn between interest accrued which is due at some future 
date and intei*est accrued which is immediately receivable or pay- 
able. If desired a special title, "'interest matured receivable,"’ may 
be applied to interest due. The distinction is hardly of sufficient 
importance to deserve formal recognition in the ledger but may be 
of some significance in statement presentation. 

Recording Accrued Interest— Illustrative Entries. For a first illus- 
tration of the entries required the example employed in the above 
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discussion oi interest calculation may be used. The entries recog- 
nizing the accrued interest on December 31 on the payee’s books are: 


Interest Accrued Receivable . . . . .... . $32.08 

Interest Revenue ........... $32.08 


Assuming that the note on which the above accrual is recognized 
is collected at maturity, January 5, the appropriate entries on the 
payee's books are: 

■ ’’Cash. ............. $1,133.00 

Notes Receivable $1,100.00 

Interest Accrued Receivable . . . . - . 32.08 

Interest Revenue . . . . . . . . . .92 

Under this treatment the second year is credited with interest to the 
amount of 92 cents, the balance of the interest received representing 
the collection of the accrued receivable recognized at the close of the 
preceding period. This distribution is obtained by finding the in- 
terest on $1,100 for six months at 6%, and deducting therefrom the 
amount previously accrued. The entries under the exact-days pro- 
cedure would of course be somewhat different. 

An alternative procedure on January 5 would be to make a pre- 
liminary adjustment, charging interest receivable with 92 cents and 
crediting interest revenue with the same amount, the collection of 
the note then being recorded purely as the collection of receivables. 
The use of this procedure has the nominal advantage of recognizing 
all interest accruing during the life of the note as an asset on the 
books. 

Referring to the payor’s books, and using the same example with 
a period of the calendar year, the proper entries on December 31 are: 


Interest Charges $32.08 

Interest Accrued Payable . $32.08 


When payment is made the appropriate entries are as follows: 


Notes Payable . . . , , , ... . . $1,100.00 

Interest Accrued Payable. . . * • . , . 32.08 

Interest Charges . . . , ... , . . .92 

Bank $1,133.00 

To iliustiate the situation in which accrued interest must be 
booked when a note is received or delivered assume that the M Co. 
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on June 1 makes a sale on account to the R Co. amounting to 1 1,500, 
the account being due in thirty days, and that on July 1 the R Co. 
delivers to the M Co., properly endorsed, a 60-day, 6% note made 
by K, a customer of the R Co., amounting to |1,200, the note being 
dated on June 25, and a check for |298.80, in settlement of the ac- 
count. The entries on the M Co.’s books on July 1 are: 


Cash $ 298.80 

Notes Receivable 1,200.00 

Interest Accrued Receivable , 1 .20 

Accounts Receivable (also R Go.) . .... $1,500.00 


The treatment would be the same, except for the difference in the 
details listed in the note register, if the note were made by the R Go. 
rather than another party, K. 

On the R Co.’s books, assuming that the note was received from K 
on June 25 and was recorded at face amount, the suitable entries on 
delivery of the note to M Co. are: 


Accounts Payable (also M Co.) . . . 

Notes Receivable (or Notes Receivable Dis- 
counted) 

Bank . . . . 

Interest Revenue 


$1,500.00 


$ 1 , 200.00 

298.80 

1.20 


(The use of the special account, notes receivable discounted, is ex- 
plained in the next chapter.) 

If the details were the same except that the R Co. gave its own note 
in settlement the entries on the R Co/s books would be as follows: 


Accounts Payable (also M Go.) $1,500.00 

Notes Payable .......... $1,200.00 

Bank 298.80 

Interest Accrued Payable ....... 1.20 

That is, in this event the credit to notes payable appears instead of 
a credit to notes receivable and the interest element is an accrued 
liability rather than a revenue. The R Co., in giving its note with 
interest accrued for six days prior to the due date of the M Co.’s in- 
voice, is in effect charging the creditor with the interest accruing for 
this period. Hence, the interest charge or cost on this note does not 
begin to accumulate before July 1. 

Partial Payments and Renewals. Partial payments on notes are com- 
mon, especially in the case of relatively long-term contracts. In 
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some instances the payments are prearranged and systematic; in 
others the amounts and times of payment are irregular and at the 
option of the debtor. On the books of the holder ail amounts col- 
lected must be credited to the particular notes affected in the notes 
register and also to the controlling account in the general ledger. 
Where partial payments are numerous, and especially where a defi- 
nite program is followed, the use of a special form of note register 
is helpful. 

The apportionment of partial payments between principal and 
interest is a matter of importance. In the absence of specific provi- 
sion to the contrary the most satisfactory and equitable rule in gen- 
eral is that which applies the amount of a partial payment, first, to 
the settlement of any interest which may be accrued to date of such 
payment, and, second, to the liquidation of principal. 

To illustrate the division of partial payments between principal 
and interest assume that on June 1 a customer of the M Co., who 
owes 1 1,000 on account due on that date, gives his note for $1,000 
payable in three monthly installments of $250 each, beginning July 
1, with the balance payable on October 1 with interest at 6%. As- 
suming all payments to be made when due the following table shows 
the monthly accruals of interest, monthly payments, and successive 
balances, under the method indicated above: 


Amount of note, June 1 $1,000.00 

Interest to July 1 at 6% 5.00 

Principal and interest, July 1 $1,005,00 

Payment, July 1 250.00 

New balance, July 1 | 755.00 

Interest to August 1 at 6% 3.77 

Principal and interest, August 1 $ 758.77 

Payment, August 1 250.00 

New balance, August 1 % 508.77 

Interest to September 1 at 6% . . . 2.54 

Principal and interest, September 1 $511.31 

Payment, September 1 250.00 

New balance, September 1 , . . $ 261.31 

Interest to October 1 at 6% . . . , . , . . . .1.31 

Amount payable October 1 % 262.62 


In the case of the typical renewal or extension the interest due is 
collected and the maker replaces the old note with a new note in 
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which the face amount, interest rate, term, and other details (except 
dates) are the same as in the old instrument. Under such circum- 
stances no entries in the general ledger are required aside from those ‘ 
needed in recording the interest, although the transaction must be 
fully reflected in the subsidiary records. In some cases unpaid in- 
terest in whole or in part is added to the face of the new note; in 
other cases the amount of the note may be substantially increased; 
in still others a partial payment is made on date of maturity and re- 
newal. In all such situations it may be well to make the necessary 
entries to eliminate the old note and recognize the new. 

Dishonored and Doubtful Notes. A note or bill is considered to be 
legally dishonored when payment is refused or cannot be obtained 
upon legal presentment for payment at maturity. Formal present- 
ment is not required to hold the party who is primarily liable, but it 
is usually necessary in order to hold indorser or drawer. A written 
or oral notice of dishonor must also be sent to drawer or to each 
indorser who is to be held liable for payment. (There are numerous 
technical exceptions to this requirement.) The use of a formal 
notarized communication in this connection is known as “protesting.** 

Failure of maker or acceptor to make payment at maturity (or 
within any period of grace which may be allowed) constitutes dis- 
honor but does not demonstrate uncollectibility in the case of paper 
drawn or indorsed by responsible parties. Even in this situation, 
however, proper notations should be made in the subsidiary records 
and it may be desirable to close the amount of dishonored paper, in 
process of collection from the parties secondarily liable, into a spe- 
cial account. In the case of dishonored notes which are not indorsed 
or guaranteed (or which have drawers or indorsers of poor standing), 
and which remain unpaid or unrenewed for any length of time, col- 
lection has obviously become very uncertain, and the elimination of 
all such receivables from the regular accounts is clearly advisable. 

To illustrate the latter condition, assume that the M Go. holds the 
one-year note of the S Co. for 1 1,000, with interest at 6%, with no 
indorser, and that the maker fails to pay at maturity. This note is 
dated January 31, 1949, and on December 31 of the same year inter- 
est for eleven months was accrued and credited to revenue. The 
treatment which involves the use of a special account for the dis- 
honored notes requires the following entries for this case on January 
31, 1950 (or shortly thereafter): 
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Notes and Interest Receivable — Past Due . . . . . $1,060 

Notes Receivable $1,000 

Interest Accrued Receivable 55 

Interest Charged to Past-Due Notes Receivable ... 5 


By this procedure the special account is charged with the full amount 
due at maturity (and interest legally accruing subsequent to maturity 
may later be added). The interest accrued during the last month is 
credited to a special account rather than to interest revenue, as the 
supporting receivable is not a good asset, and can be interpreted as 
a contra to the past-due notes account rather than as an actual earn- 
ing. The net balance of the special notes account should be covered 
by an allowance for uncollectibles. If and when considered entirely 
uncollectible, the amount of the note and accrued interest should of 
course be written from the active accounts by means of a charge to 
the allowance for uncollectibles, if such an account has been estab- 
lished, or as a loss. In any event full details should be recorded in 
the subsidiary records. 

An alternative procedure is to charge the dishonored note to the 
maker’s open account (or, where acquired from an indorser who is 
to be held responsible, to the indorser’s account). This is particu- 
larly desirable where the note involved is that of a credit customer. 
If this treatment were applied to the above example the debit w^ould 
be to the R Co.’s account rather than to the past-due notes account, 
all other entries remaining the same. Any amount finally collected 
on a note written off as worthless should be credited to current reve- 
nue or to retained earnings, with proper notations in the supporting 
records. 

A note occasionally becomes a bad asset prior to maturity due to 
the acknowledged insolvency or precarious condition of the party or 
parties responsible for payment. In this situation it is desirable that 
the loss be immediately admitted by the proper entries. Again a 
special suspense account may be chai-ged, however, if there is a pros- 
pect that any part of the amount will be finally collected. 

Valuation and Audit. As in the case of book accounts, adequate 
provision should be made periodically for estimated uncollectible 
notes and bills. Where commercial paper arises primarily through 
credit sales, and is received in considerable volume, the blanket al- 
lowance method of estimating uncollectibles described earlier may 
be employed. In some cases a single allowance may be established to 
cover all bad debts, including notes and bills as well as ordinary 
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accounts. On the other hand, where notes and bills held are rela- 
tively few in number, and arise from several sources, the problem of 
bad debts can best be dealt with in terms of the individual items,, 
without preliminary estimates. 

The problem of appraising the individual note or bill is some- 
what similar to that of judging the specific book account. Paper past 
due is alvrays of doubtful validity; notes several times renewed re- 
quire careful scrutiny; notes representing loans to officers and other 
employees, especially if of the accommodation type, require special 
attention; notes acquired in settlement of slow accounts are likely to 
be somewhat questionable. The fundamental consideration, natu- 
rally, is the standing of the payor or of other parties who have as- 
sumed responsibility for payment. 

As in other connections the routine procedure developed in the 
handling of commercial paper should include the necessary steps to 
insure proper internal audit. Frequent reconciliation of the con- 
trolling account or accounts with note registers or other forms of 
supporting records is desirable. Division of work wherever feasible, 
and provision for adequate checking, should be established features 
of the procedure. In handling loans and discounts in banks, for 
example, the records and computations of the cashier furnish in 
some measure a check on those of the note teller, and vice versa. 

In periodic audits by traveling auditors in the organization or by 
public accountants actual examination of and independent listing 
of all bills and notes, together with any supporting collateral, is re- 
quired. In the case of paper out for collection, on deposit elsewhere 
as collateral, or discounted, actual examination may not be feasible 
but care must be taken to verify all such items, by direct correspond- 
ence with the other parties involved if necessary. Proper classifica- 
tion is an important aspect of the auditor’s work. Doubtful and 
past-due paper should of course be segregated, and attention should 
be given to the special groupings mentioned above in the discussion 
of valuation. Adequate checking of interest accruals, discount ac- 
cumulations, and other computations is a necessary phase of the 
audit. In some cases special care must be taken to see to it that the 
instruments themselves have been properly executed, as to amounts, 
dates, signatures, and other details. In the case of bank examina- 
tions particular attention must be given to collateral and to loan 
approvals, and to the amounts of credit represented by particular 
names. 
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Questions 

1. Describe the two main classes of commerciai paper. 

2. Indicate the principal origins and uses of notes. Of bills. 

3. Describe the note register and indicate its use. 

4. Discuss the classification of notes and bills in the ledger and statements. 

5. What are the principal features of bank procedure in handling loans and dis- 
counts? What is the “liability ledger”? The “note tickler”? 

6. With an illustration show how notes receivable are recorded, assuming that 
the end of an accounting period falls within the term of the note. Do the same for 
notes payable. 

7. A note is made on July 12 and is due on September 12, the same year. The 
interest rate is 7%. What is the amount of interest at maturity? 

8. With an illustration show that interest may not be apportioned between 
periods in a strictly equitable manner if the 30-day month and 360-day year are 
employed in the calculation. 

9. De.scribe the preferred method of applying partial payments to principal and 
interest, respectively. 

10. Discuss the treatment of dishonored notes. 

11. What are the principal matters to be investigated in the periodic audit of 
notes and bills? 
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Discoimting—Sigiiificance and Computation. Short-term paper can 
be readily discounted through banking channels, which gives a rela- 
tively high degree of liquidity to this type of receivable. Discount- 
ing, however, is not the equivalent of outright sale or liquidation, 
as the party presenting the paper for discount becomes contingently 
liable as an indorser or drawer. The typical discounting transaction, 
accordingly, can be interpreted as a form of borrowing, on the basis 
of the notes and bills of customers, or, from the standpoint of the 
bank, as a type of secured loan. In fact the term “discounting'' is 
sometimes applied to loans made on the borrower's own note, espe- 
cially where the instrument makes no explicit provision for interest. 

An important feature of the process of discounting is the special 
method of calculation commonly used. T o determine the amount of 
discount on a note or hill the bank applies its regular discount rate 
to the sum due at maturity, including interest as well as face amount, 
for the period from date of discounting to date of maturity. The 
amount of discount so computed is then deducted from the total 
amount due at maturity to find the proceeds to be paid or credited 
to the borrower. To illustrate, assume that on June 1 the M Co. re- 
ceives a 6%, 60-day note for $1,000, dated June 1, from the R Co., a 
customer, and that on June 24 the M Co. indorses and discounts this 
note at its bank at a 6% rate. The amount due at maturity is $1,010 
(the face plus interest for sixty days at 6%); the period from date of 
discounting to due date is one month and six days; the amount of 
discount is $6.06 (6% of $1,010 for thirty-six days, one tenth of a 
year); and the net amount available to M Co. is $1,003.94 ($1,010 
less $6.06), 

The same form of computation is employed in the case of paper 
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which carries no explicit interest. To illustrate, on May 25 the M 
Co. received a thirty-day, non-interest-bearing commercial draft for 
1 1,000, and on May 31 discounted this draft at a 6% rate. The 
amount due at maturity is in this case the face of the draft, $1,000, 
and the period from discount date to date of maturity, June 24, is 
twenty-four days. Applying the discount rate, 6%, to the maturity 
value of $1,000 for a period of twenty-four days (one fifteenth of a 
year) gives the discount, $4, and deducting this amount from the 
maturity value yields $996, the amount of the proceeds. 

Under the usual arrangement the bank notifies the maker or ac- 
ceptor when the discounted paper approaches maturity, and makes 
the collection. In the event that the note is not paid the amount of 
the maturity value, including interest and any special costs incurred, 
is charged to the account of the party who presented the paper for 
discount. 

Discounting Interest-Bearing Paper— Illustrative Entries. For a first 
example assume that on June 1 the M Co. received a 6% note for 
$1,000 from the R Co., a customer, to be applied on account. The 
note is dated June 1 and is payable three months from date. On 
July 1 the note is discounted at the bank at a 6% rate. The proceeds 
to the M Co. in this case are $1,004.85 (the maturity value, $1,015, 
less discount thereon for the remainder of the term, $10.15), and the 
appropriate entries on July 1 on the M Co.'s books, assuming that no 
accrued interest has been recognized prior to discounting, are: 


Cash > . $1,004.85 

Notes Receivable Discounted . . . . . . . $1,000.00 

Interest Revenue . . . . ...... 4.85 


A special account, rather than notes receivable, is credited here with 
the face amount of the note discounted. This practice grows out 
of the fact, already noted, that discounting represents only a tenta- 
tive liquidation of the note, and is further discussed a little later. 

If the M Co. discounted this note on June 1, immediately upon 
receipt, the net proceeds would be only $999.78 (the maturity value, 
$1,015, less discount thereon at 6% for ninety days, $15.22) and the 
entries on M Co.'s books become: 


Cash $ 999.78 

Discount Cost .22 

Notes Receivable Discounted, , ... . . $1,000.00 
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In this case the problem of interpreting the special charge of 2Z 
cents arises. It is not interest (although often so treated) as interest 
is a charge for the use of funds in time, and since the M Co. has just 
received the money there has been as yet no opportunity for interest 
to accrue. Under one possible interpretation the apparent loss is 
viewed as a form of sales discount or allowance made to the R Co. 
when that company's account is credited with 1 1,000 upon receipt of 
an item of commercial paper with an actual market value of only 
1999.78. Under a second interpretation the item is considered to be 
a special service charge or financial expense associated with the dis- 
counting operation. A third and somewhat less reasonable analysis,, 
under which the note is deemed to be worth the full amount of 1 1,000 
upon receipt, and is sacrificed because of an urgent need for funds, 
leads to the conclusion that the special deduction is an actual loss. 
In most cases, especially where the amount of shrinkage is relatively 
small, there may be no serious practical objection to the inclusion of 
such charges in the regular interest account. Such treatment is not 
strictly correct, however, and it is important that the accounting 
employed should not encourage misunderstanding of the nature of 
the transaction. This point is emphasized further in the discussion 
of non-interest-bearing paper, later. 

A question may now be raised as to the accuracy of the entries dis- 
played for the first situation above. Assume that all conditions are 
as given except that the M Co.’s year ends on June 30 and that on 
that date the following interest accrual was recognized: 


Interest Accrued Receivable . . . . . . . . . $5.00 

Interest Revenue $5.00 


Then when the note is discounted on July 1 the following entries 
are necessary: 


Cash . . . . .... . , . . . . $1,004.85 

Discount Cost , . . . . . • . . . . • d5 

Notes Receivable Discounted. ... . . . $1,000.00 

Interest Accrued Receivable . . . . . . . 5.00 


This shows that in the first situation a special revenue offset or dis- 
count expense of fifteen cents is buried in the net credit to interest 
revenue of $4.85. It may be argued, of course, that the credit to in- 
terest revenue in June is overstated, due to overvaluation of the note 
upon receipt, and that the ideal initial treatment in any case would 
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be to -credit R Co. for only 1999.78, and handle the note through- 
out the period prior to discounting on the strict basis of discounted 
value. 

An interesting variation is found where the discount rate as used 
by the bank is less than the rate carried by the note. Assume, for 
example, that the M Co. receives a note under the same conditions 
as described above and that the note is immediately discounted at the 
bank at a 5% rate. The proceeds in this case are 1 1,002.31 (the 
maturity value of $1,015.00 less discount thereon for ninety days at 
5%, $12.69), and the required entries on the M Co.*s books are: 

- Cash $1,002.31 

Notes Receivable Discounted $1,000.00 

Discount Revenue . 2.31 

The special credit of $2.31 is evidently not interest earned in the 
strict sense, but a type of income arising through the tentative trans- 
fer of the note on a favorable basis, a gain subject to the special risk 
of loss and other special charges which may be involved in the 
handling of notes bearing a relatively high rate of interest. Under 
another interpretation it may be viewed as an addition to the revenue 
originally recognized on the sale to the R Co., an addition required 
because the original entries have not recorded the full amount of 
revenue to be realized under the peculiar terms and conditions 
imposed. 

N ature and Treatment of Notes Receivable Discounted. The use of 
the special account, notes receivable discounted, is justified, as pre- 
viously stated, in view of the fact that the disposition of the paper is 
not unqualified and final; there is a possibility that the maker will 
not pay and that the indorser will be obliged to make the amount 
good to the bank. In the case of an outright sale of the note, or 
transfer with a qualified indorsement which did not bind the trans- 
feror, the credit would be lodged directly in the regular notes re- 
ceivable account. 

The special account, showing the amount of notes discounted and 
in the hands of the bank, can be interpreted either as a contra to 
notes receivable or as a liability, representing money borrowed on 
the security of indorsed paper. On the whole it is more satisfactory 
to accept the view that notes receivable discounted is merely a sec- 
tion of the main notes account, showing the amount of noto tenia- 



NOTES AND BILLS DISCOUNTED 


469 


lively disposed of. This is especially reasonable where the great 
majority of notes discounted are regularly collected by the bank, and 
defaulted notes are a rarity. Under this interpretation a sound pre- 
sentation in the position statement is as follows: 


Notes Receivable xxx 

Less Notes Discounted xx xxx 


Or the amount discounted may be shown parenthetically or by means 
of a footnote. It must not be forgotten that the indorser is indirectly 
or contingently liable for the full amount of paper discounted, in- 
cluding interest, and that if any maker or acceptor fails to pay the 
amount in default becomes an effective liability. 

As a matter of convenience the amount of the credit to the special 
account is restricted to the face of the note, although the indorser 
becomes responsible for the payment of interest as well as principal. 
If the interest element were included in this credit (or if another 
special account were Q'edited with the interest due at maturity) it 
would mean the recognition in whole or in part of interest not yet 
accrued or represented by any form of value on the indorser’s books, 
and would require the booking of a corresponding contingent re- 
ceivable, an unusual and generally unnecessary procedure. Never- 
theless the credit to interest revenue (or to interest accrued receiv- 
able) on the occasion of discounting does not represent, in view of 
the contingent obligation, full realization; the interest element re- 
mains, in some degree, merely interest accrued. A possible compro- 
mise procedure in this connection would be to accrue interest fully 
to date of discounting and then to credit a special account, “interest 
receivable discounted,” with the amount of the interest accrued, on 
the occasion of discounting. There would be little to be gained, 
however, by the adoption of this treatment. Where the amount of 
contingent liability on account of interest due at maturity on dis- 
counted notes is large, the statement presentation may well be sup- 
plemented with a footnote or comment covering the matter. 

If an adequate allowance for uncollectibles is provided the need 
for the use of a special contra account to acknowledge the contingent 
liability on notes discounted is not imperative. 

When notice is received from the bank that the discounted paper 
has been collected the transaction is evidently completed, atid the 
tentative account, having served its purpose, should be appropriately 
charged. To illustrate, assume that the M Co. receives word that the 
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note of the R Co. for 1 1,000 which was indorsed and discounted has 
been collected in full. The entries on the M Co.'s books are: 

Notes Receivable Discounted * |1,000 

Notes Receivable SI, 000 

Absence of notice of default from the bank, after a reasonable period 
of ''grace," may as a practical matter be viewed as constructive notice 
of collection. 

Where notes which have been discounted are dishonored the bank 
charges the entire amount to the former holder's account, and on 
the latter's books it is necessary to debit notes receivable discounted 
and credit the bank account (assuming that sufficient funds are on 
deposit), preliminary to the setting up of entries recognizing dis- 
honored notes as indicated in the preceding chapter. 

Non-Interest-Bearing Notes and Bills Receivable. Reference has 
been made to the fact that promissory notes are not always explicitly 
interest-bearing and that time bills and drafts are often of this char- 
acter. The important point to be recognized in accounting for such 
paper on the holder's books—a point usually entirely neglected— is 
that receivables of this character actually bear interest, notwithstand- 
ing the apparent omission of the provision therefor. One might go 
further and state that interest is always a factor in every commercial 
contract involving the use of funds or their equivalent over an ap- 
preciable period of time, regardless of the nominal terms. Interest 
in business contracts may be said to be measured by the difference 
between true initial value or principal and the total amount of cash 
or equivalent collected or paid; and business men do not willingly 
furnish funds on a contractual basis unless the total to be returned 
exceeds the original commitment. In the case of salary and wage 
contracts and ordinary book accounts it may not be expedient to 
attempt to recognize the distinction between initial and later values, 
and to isolate the implicit interest factor. In the case of sound notes 
and bills, however, the market is highly developed and the methods 
of valuation and procedure adopted by the banks furnish an ade- 
quate guide to other concerns which handle such paper in substantial 
amounts. 

For commercial paper which has a recognized market value it is 
certainly a questionable practice to present this element in the peri- 
odic reports at a figure in excess of such value. 
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Recording Non-Interest-Bearing Bills Receivable. Assume that the 
M Co. on June 1 makes a sale to the R Co. of |1,500, invoice amount, 
and immediately draws on the R Co. in the form of a sixty-day draft 
for this amount, without interest. Assume, further, that the draft is 
accepted and returned at once, and is collected in full at maturity. 
The usual entries for this situation are: 


( 1 ) 

Bills Receivable 

Sales . 

To record sale and receipt of accepted draft 


( 2 ) 

Cash 

Bills Receivable 

To record collection of draft 


$ 1,500 

11,500 


1,500 

1,500 


(Accounts receivable might first be charged, followed by recognition 
of bills receivable.) 

Under the more accurate alternative treatment, based on approved 
banking practice and using a discount rate of 6%, the entries are as 
follows: 


( 1 ) 

Bills Receivable $1,500 

Sales Allowances 15 

Sales $1,500 

Bills Receivable — ^Discount. 15 

( 2 ) 

Gash 1,500 

Bills Receivable — Discount . . . ... . . . 15 

Bills Receivable 1,500 

Interest Revenue 15 


The first treatment is subject to rather serious objections. It re- 
sults in inflation of asset values at the outset and buries a financial 
earning in the sales account. The second treatment is definitely 
preferable in that it sets up bills receivable at a conservative dis- 
counted value (the difference between face value and the special 
contra account employed) and it discloses the element of interest 
earned. Further, the first procedure may result in improper distri- 
bution of earnings as between periods. This possibility can be made 
apparent by assuming that the M Co.’s accounting period ends June 
30. With this condition the entries under the first method would be 
unchanged and all of the revenue involved would be absorbed in 
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the moiitli of June. Under the second procedure, however, the dis- 
count or interest factor would be accrued on June 30 by means of 
the following entries: 


Bills Receivable — Discount $7.50 

Interest Revenue ^ • $7.50 


And at the end of July, when the draft is collected, the balance of the 
discount would be closed to the interest revenue account. The re- 
sult from an income standpoint, evidently, is the proper division of 
the item of interest between the two accounting periods involved. 
(This assumes that compounding is not required in apportionment 
of short-term interest accruals.) 

It should be observed that in accruing interest or discount in the 
example the charge is to the offsetting discount account. The neces- 
sity for this form of adjustment grows out of the acceptance of the 
practice of recording such paper at face value, which is also maturity 
value. Since the main note or bill account has already been charged 
with the amount due at maturity, the debit covering the element of 
implicit interest must not be duplicated elsewhere. Instead the 
contra account is appropriately reduced, thus validating a portion 
of the interest represented in the face amount of the instrument. If 
bills receivable were charged at the outset with the net value of 
1 1,485 interest accrued would be charged directly to receivables. It 
may be added that the use of a single account showing net value 
throughout would be an entirely acceptable procedure. 

Where discounted values are used on the vendor’s books and the 
paper is discounted at the bank there is no special adjustment re- 
quired and no temptation to make improper charges to interest. 
Suppose, for example, that in the above case the M Co., after re- 
cording the receipt of the draft as shown under the second method, 
immediately discounted the paper at the bank at a 6% rate. The 
entries on the occasion of discounting would be: 


Gash ' ■ . , : , $1,485 ■ ■ 

Bills Receivable— Discount , , , , , . . , , 15 

Bills Receivable Discounted . , ... . . , $1,500 


These entries are entirely consistent with the initial entries and con- 
form precisely to the conditions. If the draft were discounted July 
i, and assuming that the discount was accrued on June 30 as indi- 
cated above, the entries would become: 
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Cash .............. $1,492.50 

Bills Recdvable — Discount . . . ' 7.50 

Bills Receivable Discounted $1,500.00 


Tfie use of the title “bills receivable” rather than notes receivable 
in the above illustrative entries is not essential. Drafts as well as 
notes may be included in a single general-ledger account and all de- 
tails of both types of paper may be listed in one subsidiary ledger 
or register. 

Discounting— General Entries on Bank’s Books, In the preceding 
chapter there was some discussion of typical procedure in the han- 
dling of loans and discounts by banks. At this point it may be help- 
ful to emphasize the ledger entries made by the bank in discounting, 
in accruing discount, and in making collections of discounted paper. 

Assume that on July 1 the Commerce Bank discounts for the M 
Co. the draft accepted by the R Co., with conditions as described in 
the immediately preceding section, the rate of discount being 6%. 
The entries on the bank’s general books on the occasion of discount- 
ing would be substantially as follows: 


Loans and Discounts $1,500.00 

Deposits (and M Go.*s account) . . . . . . $1,492.50 

Unearned Discounts ......... 7.50 


The item of unearned discounts should be interpreted as a contra to 
loans and discounts, the difference representing the net amount of 
the asset. Entries would of course also be required in the liability 
ledger and other supplementary records. 

To illustrate the accruing of discount assume that on July 15 the 
bank is preparing statements of condition and earnings and that as 
a part of the necessary adjusting entries the earned discount on the 
above draft is accrued, as follows: 


Unearned Discounts , . . . . ■, . ' |3.75 > 

Interest and Discount Earned . . . . . . . . $3.75 


When the draft is collected, assuming no other entries affecting 
the situation are recorded meanwhile, the proper entries are: 


Cash . . . . $1,500.00 

^Uneawfc^;''!^ ^ ■' . ; - 

Loans and Discounts . . ... . . . . $1,500.00 

Interest and Discount Earned 3.75 
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Large banking institutions, it may be noted, often accrue interest 
and discount earned daily. 

An interesting feature of the entries employed by the bank in re- 
cording discounted paper is the charging of loans and discounts 
with the full amount due at maturity. This is done in the case of 
paper carrying explicit interest as well as in the handling of so-called 
non-interest-bearing bills and notes. For example, in discounting a 
6%, sixty-day note for $1,000 at a 6% rate the initial entries on the 
bank's books would be: 


Loans and Discounts $1,010.00 

Deposits (and borrower’s — or indorser’s — account) $999.90 

Unearned Discounts 10.10 


Under this procedure the entire accrual of interest is accomplished 
by charging the contra account, unearned discounts, and the element 
of interest accrued receivable is accumulated, without separate classi- 
fication, in loans and discounts. This practice is not objectionable, 
assuming that the supporting details are properly maintained. 

It is bad practice in bank accounting to treat discount as revenue 
when calculated, in the period in which the loan is made. The bank 
has surely not earned the amount of the discount at the outset. 
Upon the occasion of making the loan the bank receives no interest, 
and interest can be said to accrue only as the interval between the 
date of discounting and the date of maturity elapses. The correct 
analysis is especially important in view of the seasonal fluctuations 
in the amount of paper discounted coupled with the fact that most 
banks prepare reports of financial condition several times a year. 
Under these circumstances it should be obvious that the course of 
earnings will not be correctly charted from period to period unless 
discounts are accounted for on an accrual basis. 

In bank statements the balance of unearned discounts is included 
among the “liabilities.” It would be much better practice if this 
balance were regularly treated as an offset to the gross book value 
of loans and discounts. 

Non-Interest-Bearing Bills Payable. The proper treatment on the 
payor's books of notes and bills which are nominally non-interest- 
bearing follows the lines discussed above from the standpoint of the 
holder of such paper. To illustrate, assume that on June 15 the M 
Co., which owes the S Co. |1,500 on account, accepts a thirty-day 
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draft for this amount payable to the S Co., without explicit interest. 
On date of acceptance and return of draft the following entries— 
using a 6% rate— are appropriate on the M Co.’s books: 


Accounts Payable (also S Go.) . . . . . . . |1, 500.00 

Bills Payable— Discount 7.50 

Bills Payable $1,500.00 

Purchase Allowances 7.50 

When the draft is paid, assuming no intervening closing date, the 
proper entries are: 


Bills Payable . . 

Interest Charges , 

Bank 

Bills Payable — ^Discount 


$1,500.00 

7.50 

$1,500.00 

7.50 


If June 30 were the end of an accounting period on the M Co.’s books 
it would be necessary to accrue discount on that date, as follows: 


Interest Charges . . . , . . $3.75 

Bills Payable — Discount $3.75 


The entries on the date of payment would then be modified to meet 
this condition. 

The usual treatment of this situation in business practice, by 
which non-interest-bearing time drafts are recorded at face value 
throughout, without the use of an offsetting discount account, is 
definitely objectionable in that it fails to distinguish between pur- 
chase discounts and allowances and financial charges on account of 
implicit interest. See the discussion of this question in terms of non- 
interest-bearing notes and bills receivable, above. 

Biscounting Notes Payable. Bank loans are commonly made on the 
basis of interest-bearing notes, but consideration of an illustration 
of the use of a non-interest-bearing note will be helpful in bringing 
out the essential nature and proper treatment of liabilities of this 
type. The R Co. on May 31 offers for discount its own note for 
1 1,000 for six months, without explicit interest, and the note is ac- 
cepted by a financial institution at a 6% rate. The proceeds in this 
case would be |970 (the maturity value, $1,000, less discount thereon 
for six months at 6%, $30), and the entries on the R Co.’s books on 
the occasion of discounting are: 



476 


ESSENTIALS OF ACCOUNTING 


Gash 1970 

Notes Payable— Discount 30 

Notes Payable ' . . . ’ . . • $1,000 


The discount account should be interpreted as an offset to a lia- 
bility stated in terms of maturity value rather than present value. 
The R Co., in effect, has borrowed only $970, not $ 1 , 000 , and has 
implicitly agreed to pay $30 for the use of the funds obtained. To 
treat the effective liability at this point as the full $1,000 would be 
equivalent to charging for the use of the money before the passing 
of time justified the recognition of interest. This view of the case is 
especially important where two or more distinct accounting periods 
are involved during the life of a particular contract. If the account- 
ing period of the R Co. ends on June 30, for example, the entries 
accruing interest on that date would be as follows: 


Interest Charges . . . . . . . $5 

Notes Payable^ — Discount $5 


Then when the note is paid on November 30 the following entries 
would be in order: 


Interest Charges . $ 25 

Notes Payable 1,000 

Notes Payable — Discount ......... $ 25 

Bank ............... 1,000 


The effect of this procedure is to allocate the interest charge ap- 
propriately to the two periods, as the liability accrues from a net 
amount of $970 to the maturity value of $1,000. It should be noted 
that the offsetting discount account, rather than interest accrued 
payable, is credited each period with the accruing interest or dis- 
count. This is necessary in view of the fact that the complete ma- 
turity value, including implicit interest, is credited to a gross lia- 
bility account at the outset, and the periodic credit to the offsetting 
account has the effect of validating a portion of this maturity value. 
If the tradition that the face value of the liability must appear in the 
accounts were ignored and the liability account were credited with 
the true original principal, the accrual of interest might be credited 
to interest payable in the regular way, and the essential nature of 
the situation more clearly displayed. In the case given, for example, 
the original entries under this treatment on the R Co.'s books 
become: 
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Gash S970 

Notes Payable (amount borrowed) . $970 


The accrual on June 30 could then be recorded: 


Interest Charges $ 5 

Interest Accrued Payable $ 5 


And the entries at date of payment would be: 


Interest Charges . $ 25 

Interest Accrued Payable 5 

Notes Payable (amount borrowed) .970 

Bank $1,000 


(It would of course be possible to pass the additional accrual of |25 
through the interest payable account.) There is, however, no serious 
objection to a method of accounting by which maturity amounts are 
at all times displayed in the accounts, provided the proper contra 
account is set up and handled in a satisfactory manner. 

Attention should again be called to the fact that a note may be 
issued at a discount, even if an interest-bearing obligation, if the 
market rate of interest or discount exceeds the stated rate, or if the 
stated rate is applied to the maturity value in determining the pro- 
ceeds, thus increasing the true rate of interest employed. Where 
this is the case it is important to recognize that the difference be- 
tween the face amount and the proceeds or true initial principal is a 
discount which represents an adjustment of the interest rate and 
which should accordingly be systematically accrued and charged to 
interest in precisely the same manner as the discount on non-interest- 
bearing paper. 

"‘Prepaid Interest.” It has been pointed out that the usual treat- 
ment accorded to short-term non-interest-bearing paper completely 
ignores the element of interest implicitly involved, with consequent 
improper valuation of assets and liabilities, and unsound classifica- 
tion and periodic distribution of income charges and credits, espe- 
cially objectionable where the accounting period in effect is rela- 
tively short. Another unacceptable tradition of accounting practice, 
found especially in connection with long-term obligations which, 
although bearing interest, are issued at less than face or par value, 
is the labeling of the difference between actual proceeds and ma- 
turity value "'prepaid interest.” This usage is decidedly unfortunate. 
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Interest is a charge for the use of funds as time elapses and in the 
strict sense there can be no such thing as ‘‘prepaid’' interest, as any 
advance by the borrower would merely serve to reduce the amount 
of the loan. Further, in the case of a loan eiffected at a discount the 
borrower actually makes no advance or prepayment whatsoever. 
Far from being “prepaid" interest the discount represents unpaid or 
future interest, interest which will not be paid until the date of 
maturity. It is calculated in advance, but is certainly not prepaid. 
At the outset the discount measures the difference between the actual 
initial principal and a stated sum due at a future date. As time 
passes this difference accrues as all or as a part of the interest on the 
contract and requires periodic recognition. No charge to discount 
would be required when the loan is made were it not for the practice 
of booking face or maturity value. The true liability at the begin- 
ning of the contract is not the maturity value but the amount actu- 
ally received, in cash or equivalent, by the borrower. To hold that 
maturity value, an amount in excess of the funds received by the bor- 
rower and furnished by the lender, is the effective original liability 
for accounting purposes is absurd, as this would mean that in a 
purely voluntary commercial transaction the borrower was willing 
to incur an immediate obligation in excess of values obtained, thus 
suffering an outright loss. It is quite clear, therefore, that the dis- 
count account must be interpreted as a contra or offset to a liability 
account which has been credited with an amount due in the future, 
and which is accordingly subject to adjustment in the presentation of 
the immediate, effective obligation. 

Relation of Discount and Interest. The difference between discount 
and interest lies essentially in the difference between two methods of 
borrowing, between two methods of calculating and paying interest. 
Where the rate of interest and other terms are fully satisfactory to the 
party furnishing the funds the amount loaned— the true principal- 
equals the face of the note, and interest accrues on this amount as the 
period covered by the contract expires. In the case of non-interest- 
bearing paper, so-called, the borrower is obliged to accept a sum 
which is less than the face of the note or bill by the full amount which 
the party furnishing the funds requires by way of interest, and this 
difference— the discount from face— accrues or accumulates through 
the term of the instrument. Where the contract carries a rate of 
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interest less than the rate required by the bank or other party making 
the loan the discount consists of the difference between the interest 
required by the lender throughout the life of the contract and the 
amount of interest expressly provided for therein. 

In the process of discounting the interest is calculated by applying 
a specified rate to the amount or amounts due at one or more ma- 
turity dates in the determination of net pi'esent value. In the ordi- 
nary interest calculation, on the other hand, a specified rate is 
applied to a stated initial principal to ascertain the amount of in- 
terest. A stated rate of discount therefore produces a larger amount 
of interest than the same rate of interest; in other words, the effective 
rate of interest in a given transaction involving discounting is higher 
than the stated rate of discount. To illustrate, the R Co. borrows 
|940, giving its note for $1,000 for one year without interest. The 
rate of discount in this case is evidently 6%. The rate of interest, 
however, is higher. The amount furnished by the lender is only 
$940; the interest charged for the loan for one year is $60; the annual 
rate is therefore 60/940 or 6.383%. 

Long-Term Non-Interest-Bearing Obligations. Long-term obliga- 
tions with no provision for regular “interest” payments are rare. 
Nevertheless consideration of an example of this type of contract 
may be helpful in emphasizing the true nature and proper treatment 
of discount on short-term paper having no explicit interest pro- 
vision, and the folly of the “prepaid interest” interpretation. 

The United States has issued one series of bonds of the non-in- 
terest-bearing type, and these “E” bonds may be used for illustration. 
Assume that on July 1 M loans $750 to the United States and receives 
a ten-year bond with a maturity value of $1,000, and no interest 
coupons or provision for interim interest payments. That is, the 
total interest to be earned is represented by the excess of maturity 
amount over original investment, and is collectible in full at ma- 
turity in the form of a portion of the face or maturity amount. (Act- 
ually the schedule of redemption values does provide the possibility 
of repayment of investment and some interest at various dates, 
although the rates implicit in this schedule do not match the rate 
earned if the security is held to maturity.) The implicit interest 
rate earned, if the bond is held to the due date, is 2.9% per annum, 
compounded semiannually, or, more precisely, 1.45% per half-year 
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throughout the life of the contract. Assume, further, that M’s ac- 
counting period is six months, ending June 30 and December 31. 
The entries at date of purchase are: 

U, S. Bonds $750 

Bank . . . $750 

At the end of the first period following acquisition of the bond, and 
accepting the view that the bond will be held to maturity, interest 
has accrued at 1.45% on the initial investment of $750 and the ap- 
propriate entries are: 


U.S. Bonds $10.88 

Interest Revenue $10.88 

The accrued investment is now $760.88 and interest thereon at 1.45% 
amounts to $11.03. The entries at the end of the second period 
would therefore be as follows: 

U.S. Bonds $11,03 

Interest Revenue $11.03 

Continuing this procedure throughout the life of the bonds would 
accumulate the investment account to maturity value and spread the 
total income of $250 appropriately in view of the terms of the con- 
tract. 

In these entries a single account is used to show the accrued value 
of the bonds. It would of course be possible to set up maturity 
amount in one account with a contra account showing the discount. 
Accruing interest revenue would then be charged to the contra 
account. 

On the borrower’s books a corresponding treatment is necessary if 
the implicit interest charge is to be spread over the life of the contract 
and the correct accrued liability reported periodically. 

Summary Illustration. To emphasize the calculations and entries 
arising in connection with notes and bills, particularly in discounting 
operations, another example will be considered at this point, with 
attention being given to the accounts of all parties involved. 

The M Co. on December 1, 1949, makes a sale to the R Go. of $5,000, gross, the 
invoice being subject to a discount of 2% if paid in ten days. On December 10 
the R Co. delivers to the M Co. a 6%, indorsed note for $2,000, dated November 
10, and due February tO, of which the payor is the K Co. and the payee the R Go., 
an accepted draft without interest, dated December 10 and due February 10, of 
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which the drawer is the R Go., the drawee and acceptor the K Co., and the payee 
the M Go., and a check for 1910 to balance the account. On January 10, 1950, 
the M Co. discounts both note and draft at the S Bank at a 6% rate, and the bank 
reports collection in full on the due date. In all cases December 31 is the only 
closing date of an accounting period involved. 

On the books of the M Go. the proper entries are as follows: 


December 7, 1949 

Accounts Receivable (also R Co.) 14,900.00 

Sales $4,900.00 

December 10 

Gash 910.00 

Bills Receivable 2,000.00 

Notes Receivable 2,000.00 

Interest Accrued Receivable 10.00 

Accounts Receivable (also R Co.) ..... 4,900,00 

Bills Receivable — Discount 20.00 

December 31 

Interest Accrued Receivable 6.67 

Bills Receivable — Discount 6.67 

Interest Revenue 13.34 

January 10^ 1950 

Cash 4,009.85 

Bills Receivable — Discount 13.33 

Notes Receivable Discounted, . . . , . . 2,000.00 

Bills Receivable Discounted . 2,000.00 

Interest Accrued Receivable 16.67 

Interest Revenue 6.51 

February 10 

Notes Receivable Discounted 2,000.00 

Bills Receivable Discounted ........ 2,000.00 

Notes Receivable 2,000.00 

Bills Receivable 2,000.00 


Sales and receivables are recorded on a net price basis on December 1, but bills 
receivable are shown at maturity value on December 10, and the discount is credited 
to a contra account. The calculations required on December 10 should be obvious. 
On December 31 interest and discount are accrued for two-thirds of a month (using 
the illustrative procedure which assumes all months are of equal length). On Jan- 
uary 10 the proceeds of the note, which now has but one month to run, are readily 
found by subtracting from the sum due at maturity, $2,030, the discount thereon for 
one month at 6%, $10.15. The proceeds of the draft are found, similarly, by sub- 
tracting from the amount due at maturity, $2,000, the discount for the one month 
from date of discounting to maturity at 6%, $10. It is assumed that the proceeds 
are charged first to cash in the process of recording deposits. The credit to interest 
revenue on January 10, which is the excess of the proceeds over the book value of 
the receivables, is 16 cents less than the amount which would be accrued on that 
date to cover interest for ten days on the note and discount for the same period on 
the draft. That is due to the fact that although the draft has been handled on the 
books on the basis of discounted value, the note has been dealt vrith in terms of face 
value and accrued interest. The amount of such a difference, as was noted earlier. 
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might be charged to a special discount cost account, interest revenue then being 
credited with the full amount as regularly accrued. Had the M Go. discounted 
the note when received and applied the discounting computation to the accrual of 
interest on December 31, there would have been no discount cost when the paper 
was discounted at the bank. 

The entries on the books of the R Co. are: 

December 7, 1949 

(assuming the goods were received immediately) 


Merchandise $4,900.00 

Accounts Payable (also M Go.) $4,900.00 

December 10 

Accounts Payable (also M Co.) .... . . . 4,900.00 

Bills Receivable — Discount 20.00 

Bills Receivable Discounted 2,000.00 

Notes Receivable Discounted. ...... 2,000.00 

Bank 910.00 

Interest Revenue 10.00 

February 10, 1950 

Bills Receivable Discounted . . 2,000.00 

Notes Receivable Discounted . . . . . . . 2,000.00 

Bills Receivable 2,000.00 

Notes Receivable 2,000.00 


In this treatment the special contra accounts are used to show the delivery of the 
note and draft to the M Go. The use of these accounts is desirable here, as in the 
case of discounting at a bank, since the R Co. has indorsed the note and is contin- 
gently liable as drawer in the case of the draft. On the other hand, the application 
of the term “discounted” to the note is subject to the minor objection that the note 
was accepted by the M Co. on the basis of face and accrued interest and hence was 
not discounted in the strict technical sense. 

On the K Co.’s books the appropriate entries are: 

November 10, 1949 

Accounts Payable (also R Co.) .... 

Notes Payable 

December 10 

Accounts Payable (also R Go.) .... 

Bills Payable — Discount . , . 

Bills Payable 

Purchase Allowances . ... . . 

December 31 

Interest Charges , 

Interest Accrued Payable. . . . , 

Bills Payable — Discount . . . . , 

February 10, 1950 

Bills Payable ..... . . . . 

Notes Payable ... . . ... 

Interest Accrued Payable . . . . . 

Interest Charges . . . . . . * , 

Bank . , , , 

Bills Payable — Discount ... . , 


$2,000.00 

2,000.00 

20.00 

23.34 

2,000.00 

2,000.00 

16.67 

26.66 


$2,000.00 


2,000.00 

20.00 


16.67 

6.67 


4,030.00 

13.33 


I 
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These entries involve the additional minor assumptions that the K Go. was indebted 
to the R Go. on account and applied the note given and bill accepted on this indebt- 
edness, that the note is actually delivered on November 10, and that the gross 
amount allowed on account is 14.000, with a special allowance involved of $20. 
The accrued interest charge on December 31 is the sum of interest for one and two- 
thirds months on the note and accrued discount for two-thirds of a month on the 
draft. On Febi uary 10 the additional charge to interest represents an accrual of 
interest on the note and discount on the draft for the balance of the term, the amount 
being $13.33 in each case. 

The entries on the S Bank’s books are as follows: 

January 10, 1930 


Loans and Discounts $4,030.00 

Deposits (also M Go.’s account) $4,009.85 

Unearned Discounts 20.15 

February 10 

Gash 4,030.00 

Unearned Discounts 20.15 

Loans and Discounts 4,030.00 

Interest and Discount Earned ...... 20.15 


The computations were sufficiently explained above. The interest and discount 
might be accrued by the bank in a series of entries. 

Questions 

1. With an illustration precisely describe the discounting process: (a) for an 
interest-bearing note; (b) for a non-interest-bearing time drafts Give illustrative 
entries, assuming the end of an accounting period falls within the term of the instru- 
ment. 

2. Explain the character of the account ‘‘notes receivable discounted” and discuss 
its presentation in the position statement. Should the contingent liability for in- 
terest be recognized on the indorser’s books? 

3. With illustrations show that the conventional treatment of notes and bills may 
result in burying items of sales and cost adjustments in the interest revenue or interest 
charges account. 

4. Where a bill with a face value of $1,000 has a recognized cash value, through 
regular banking channels, of $995, at what figure should it be presented in the hold- 
er’s financial statement? 

5. Outline the general entries covering discounted paper on the bank’s books and 
statements. Why is it especially important that a bank distinguish carefully 
between earned and unearned discount? 

6. Give illustrative entries covering the issue of non-interest-bearing notes pay- 
able, the accrual of discount, and the payment of face amount at maturity. 

7. Why is the term “prepaid interest” as applied to discount a misnomer? Gan 
you give an example of a transaction in which interest is truly prepaid? 

8. Why is a 6% rate of discount, for example, equivalent to a rate of “interest” 
of more than 6%? 

9. Assuming that you buy a U.S. bond, series “E” with a maturity value of $1,000 
ten years from date of acquisition, what is the accrued value of the bond after you 
have held it two years? 
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Use of Purchases and Inventory Accounts. In merchandising or 
trading concerns the use of a separate account for merchandise costs 
incurred during the period, with an accompanying merchandise in* 
ventory account to represent the balance on hand at the end of each 
period, is common practice. Where this condition is found the 
entries recognizing the new inventory and the merchandise cost of 
sales may take either of tw^o main forms: (1) the inventory account 
may be increased or decreased to the amount of the concluding 
inventory, with a concurrent credit closing the purchases account 
and a charge to merchandise cost of sales for the amount applicable 
to the sales of the period; (2) the inventory account may be credited 
with the amount of the beginning inventory (or an amount equal to 
merchandise cost of sales if the inventory exceeds this figure), the 
new inventory balance being set up out of the purchases account (the 
excess of purchases over the new inventory, if any, being included 
in cost of sales). The results are of course the same under either 
form. 

Assume, for example, that the trial balance of the M Co. on March 
Bl, at the end of a period of three months, shows a merchandise 
inventory as of January 1 of $20,000 and purchases of $30,000, and 
that the new inventory on March 31 is found to be $25,000, The 
entries on March 31, under the first arrangement indicated, are as 
follows: 


Merchandise Inventory. ..... . . . $ 5,000 

Merchandise Cost of Sales . 25,000 

Purchases 


To close temporary purchases account and recognize new 
inventory and cost of sales 
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Under the second form referred to the necessary entries are: 

(1) 

Merchandise Cost of Saks 

Merchandise Inventory 

To transfer opening inventory to cost of sales 

$20,000 

$20,000 

(2) 

Merchandise Inventory 

Merchandise Cost of Saks 

Purchases 

To set up new inventory and close balance of purchases 
to cost of sales 

25,000 

5,000 

30,000 

Assuming conditions as above except that the inventory on March 
3 1 is only $15,000, the entries under the first procedure are as follows; 

Merchandise Cost of Saks 

Merchandise Inventory 

Purchases . 

$35,000 

$ 5,000 
30,000 

Under the second nrrangement the entries are: 



(1) 

Merchandise Cost of Sales 

Merchandise Inventory . . . . . . . . 

$20,000 

$20,000 

(2) 

Merchandise Inventory. . 

Merchandise Cost of Sales 

15,000 

15,000 



Purchases 30,000 

The first form of entries, in which there is a net adjustraeiit of the 
inventory account, is somewhat the simpler. The second procedure 
has the minor advantages of conforming to the theory that goods are 
(or should be) disposed of in the order of their acquisition—that mer- 
chandise cost of sales is made up of, first, the beginning inventory 
and, second, current purchases. 

Ignoring the possibility of merchandise shortage and other discrep- 
ancies, and assuming that both beginning and ending inventory 
figures are on a cost basis, merchandise cost of sales is computed by 
adding the beginning inventory and current purchases and deduct- 
ing from the resulting sum the concluding iiiventory. And any 
scheme of entries is acceptable which reflects the inventory figures 
and the cost of sales clearly in the ledger records. 

The division of merchandise cost incurred into inventory account 
and purchases is not objectionable but at the same time is a pro- 
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cedure which has no considerable merit. The use o£ the purchases 
account serves to emphasize the current inflow of merchandise, but 
without this account the amount of purchases can be readily ascer- 
tained from the proper columns of the voucher register or other 
journal medium used or from any compilation of purchase invoices. 

Application of Transportation Charges. Where in-freight and other 
transportation charges on merchandise purchases are set up in sep- 
arate accounts instead of being included directly in merchandise cost 
the amount of such charges represented in the inventory at the close 
of the period should be transferred to merchandise inventory account 
and the balance should be charged to merchandise cost of sales. 
This may be accomplished either by a net adjustment in terms of 
inventory and cost of sales or by passing the total of the transporta- 
tion cost through the main merchandise or purchases account. 

Assume, for example, that on January 1 the inventory of the R 
Co.—including applicable transportation costs of $1,000— -is $11,000, 
that the net invoice cost of purchases during the following quarter 
—charged to a separate purchases account— amounts to $20,000, that 
transportation costs on merchandise received— also charged to a dis- 
tinct account— total $2,000, that the amount of the inventory on 
March 31, at net invoice cost, exclusive of all carriage costs, is $12,000, 
and that the transportation charges applicable to the concluding in- 
ventory amount to $1,200. The adjusting and closing entries with 
respect to these accounts, using the method of net adjustment, are: 

( 1 ) 

Merchandise Cost of Sales . . . , . . . . , $18,000 

Merchandise Inventory. , 2,000 

Purchases ... . . . $20,000 

To apportion purchases between inventory and cost of 
sales 

( 2 ) 

Merchandise Cost of Sales . . . . . . 

Merchandise Inventory. . . . . . . . 

Transportation Costs. .... 

To apportion transportation costs between inventory and 
cost of sales 

As emphasized in earlier discussions, transportation charges are 
clearly a part of the cost of goods. This fact cannot be blinked when 
the charges are paid by the vendor, and are covered by the invoice 
price; the essential relationship remains the same when the charges 
are separately incurred and actual payment is made by the vendee. 


1,800 

200 

2,000 
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Where merchandise cost is divided between two or more depart- 
iiiental accounts the costs of transportation should be similarly ap- 
portioned. This may involve the use of estimates, particularly 
where specific shipments and hence specific freight invoices are as- 
signable to several departments, but for most situations a reasonable 
allocation can be made without great difficulty. The general entries 
for each department will follow the scheme outlined above. 

Application of Other Costs to Merchandise. Ideally the costs of 
receiving, handling, and storing merchandise should be segregated 
and treated in substantially the same manner as transportation 
charges, and in some situations such treatment is not impracticable. 
For example, the labor and other direct costs of the receiving and 
storing activities of the R Co. are regularly charged to a separate 
account and the amount of such costs incurred for the three months 
January-March is |1,500. The indirect costs applicable to these activ- 
ities for this period are estimated as follows: insurance, |100; de- 
preciation, .$100; heat, power, and light, $50; property and other 
taxes, $50. Other conditions are as in the example in the preceding 
section except that the opening inventory is $11,500, of which the 
amount of $500 is estimated handling and storing cost, and the con- 
cluding inventory is $13,800, which includes $600 of such costs. Ap- 
propriate adjusting and closing entries covering handling and storing 
costs in this case (using the net adjustment method) are: 


( 1 ) 

Handling and Storing Costs . . ... . , . % 300 

Insurance I 100 

Depreciation Cost . . . . . 100 

Heat, Power, and Light . . 50 

Taxes 50 

To transfer assignable overhead costs to cost of handling 
and storing merchandise 

( 2 ) 

Merchandise Inventory 100 

Merchandise Cost of Sales 1,700 

Handling and Storing Costs 1,800 


To apportion handling and storing costs incurred between 
increase in inventory and cost of sales 

If a single merchandise account were employed in lieu of the sep- 
arate inventory and purchases accounts the entire amount of such 
costs incurred might be charged to merchandise, the appropriate 
amount then finding its way to cost of sales along wdth invoice cost 
and transportation charges; but the term ‘‘purchases'' is hardly a 
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suitable label to cover the costs of handling and storing, even tem- 
porarily. It should be noticed that the entries by which insurance, 
depreciation, etc. are transferred to handling and storing costs as- 
sume the use of a classification of operating accounts by kinds of 
charges, rather than by departments or functions, in which the more 
general or indirect costs are originally entered. 

Where two or more merchandise departments are recognized in 
the accounts the assignment of the costs of handling and storing 
would presumably require the use of estimates at various points. 
This would be particularly true of the indirect charges—insuraiice, 
depreciation, etc. 

Broadly viewed all costs of operating a trading concern finally con- 
stitute costs of delivered merchandise, the product of the business, 
and it can be argued, accordingly, that all costs which have a bearing 
on futui'c sales should be treated as an element in mei'chandise in- 
ventory. It does not follow^ that for the typical concern, however, 
or even the lax'ge departmentalized organization, it is feasible to force 
the mass of operating charges through the merchandise funnel, regis- 
tering a precise division for each element of cost incurred between 
periodic inventory balances and merchandise cost of sales. Many 
of the so-called overhead costs have no definite, ascertainable relation 
to the flow of merchandise through the enterprise, and any attempt 
to attach such costs periodically to merchandise accounts would en- 
counter serious difficulties and could not be expected to result in 
any great improvement in the quality of the operating reports. Tliis 
is particularly true of general administrative charges. Moreover, 
those costs which occur at or after the point of sale clearly have no 
place, at any stage, in the merchandise accounts. At the same time 
it must be urged that to define the cost of merchandise on hand 
strictly in terms of invoice cost, with no recognition of the effect of 
the other charges necessary to place the goods in a position ready for 
sale, leads to understatement of the actual cost of goods on hand and 
to distortion of operating results, particularly in connection with 
monthly and other short-term reckonings. Accountants should con- 
tinue to explore the possibilities of improving the distribution be- 
tween periods of the costs of handling and storing merchandise. It 
may not be expedient to attempt to assign such costs to particular 
items or batches of merchandise, but the making of reasonable 
statistical estimates of their relation to merchandise flow, by im- 
portant departments and divisions, is not out of the question. 
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Adjiistments of Purchases. The ti'eatment of purchase discounts, 
allowances, and returns was discussed earlier, but at this point the 
subject may be briefly reviewed, with particular reference to the use 
of a purchases account and the related periodic adjustments. 

For example, assume that the trial balance of the M Co. on De- 
cember 31 shows the foliowdng accounts relating to purchases of 
merchandise: purchases (at gross prices), $100,000; purchases— dis- 
counts, $2,500; purchases— allowances, $500 ; purchases— returns, 
$800. Assume, further, that discounts on unpaid invoices, all of 
which will presumably be accepted, amount to $500, and that it is 
decided to claim a special alioTvance of $100 on a shipment recently 
received from the S Co. Under these conditions the following entries 
are needed to adjust purchases and close the supplementary accounts: 

( 1 ) 

Accounts Payable — Allowance for Outstanding Discounts . $ 500 


Purchases — Discounts . . . . . . . . . . $ 500 

To accrue effect of outstanding discounts to be taken 

( 2 ) 

Accounts Payable (and S Go.) 100 

Purchases^ — Allowances 100 

To record claim on S Co. 

(3) 

Purchases — ^Discounts ........... 3,000 

Purchases 3,000 

To transfer discounts taken and to be taken to main purchases 
account 

(4) 

Purchases — Allowances 600 

Purchases 600 

To transfer allowances to purchases account 

(5) 

Purchases— -Returns . . . , . . . . . . . 800 

Purchases , . . . . 800 

To close returns to purchases account 


After the supplementary items have been transferred to purchases 
the main account is closed, in turn, on the basis of inventory data, as 
indicated pi^eviously. The allowance for outstanding discounts, it 
should be remembered, is a contra to accounts payable. 

This method of disposing of discounts and related items results in 
a showing of the net cost of purchases and preserves the integrity of 
merchandise cost of sales, a matter of importance in departmental 
accounting. The practice of treating discounts as an item of income 
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rather than as an adjustment of cost, still followed by many concerns, 
is definitely objectionable* 

Where a single main merchandise account is used, in lieu of in- 
ventory and purchases accounts, discounts and other adjustments 
may still be recorded in distinct accounts, if desired. 

If merchandise costs are recorded in terms of net rather than gross 
prices, as pointed out in a previous chapter, there is no occasion for 
recognizing discounts taken, or of accruing discounts to be taken. 

Sales Adjustments. Sales adjustments for discounts, allowances, re- 
turns, bad debts, etc. have been discussed in some detail in earlier 
chapters. At this point it will be sufficient to illustrate the entries 
required at the close of the period, including the disposition of the 
supplementary accounts used. 

In the trial balance of the M Co. on December 31 the following 
accounts relating to sales appear: sales (at gross prices), $50,000; 
sales— discounts, $1,200; sales— allowances, $300; sales— returns, $500. 
At this time the amount of discounts outstanding— of which it is ex- 
pected that customers will accept 90%— is $300, there are no allow- 
ances to be accrued, estimated returns on deliveries made amount to 
$100, and a proper provision for uncollectibles originating during 
the period is $1,000. The necessary adjusting entries are: 


( 1 ) 

Sales — ^Discounts . $ 270 

Accounts Receivable — Allowance for Outstanding Dis- 
counts . . $ 270 

To accrue effect on current business of discounts expected to 
foe taken 

( 2 ) 

Sales— Returns 100 

Accounts Receivable — ^Allowance for Returns. . . . 100 

To accrue expected returns on current business 

(3) 

Sales^ — ^Adjustment for Bad Debts 1,000 

Accounts Receivable — ^Allowance for Bad Debts ... 1 ,000 

To set up provision for estimated bad debts 


After these entries are posted the supplementary sales accounts are 
closed, as follows: 

( 1 ) 

Sales $1,470 

Sales — ^Discounts 


$ 1,470 
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( 2 ) 

Sales 300 

Sales— Allowances . SQO 

(3) 

Sales 600 

Sales— Returns 600' 

(4) 

Sales . 1,000 ■ 

Sales — ^Adjustment for Bad Debts 1,000 


The sales account, after posting these entries, shows the amount of 
adjusted revenue for the period, and is closed, in turn, either directly 
to expense and revenue or, first, to an intermediate summary ac- 
count. 

Closing the accounts with sales adjustments directly into the main 
sales account does not preclude the reporting of such adjustments in 
the income statement. With respect to ordinary discounts, allow- 
ances, and returns the need for disclosure in the statement is slight, 
but it is good practice to report the amount of the adjustment for 
estimated bad debts. 

As explained in a preceding chapter the recognition on the books 
of estimated returns outstanding necessitates setting up the estimated 
net value of goods to be returned with a corresponding correction of 
merchandise cost of sales. 

Mention should be made again of the need for periodic study of 
the cost of returns. Where such studies are made and it is desired to 
reflect the results in the ledger accounts, entries are required to trans- 
fer the estimated cost or loss from the operating accounts in which 
the transportation and other costs involved are recorded to a special 
account. 

Merchandise Sunimary—*‘Gross Profit.” A traditional feature of 
merchandise accounting, still employed in some enterprises, is the 
use of a /‘trading"' account or other form of intermediate summary 
in which sales and merchandise costs, including all special modifying 
factors, are collected for the purpose of disclosing and emphasizing 
the so-called “gross profit" or margin figure. For the enterprise as a 
whole this practice has no considerable merit, in part because the 
intermediate revenue balance disclosed— total revenue less merchan- 
dise cost thereof— has much less significance than is commonly at- 
tributed to this element, and as usually labeled is likely to be down- 
right misleading, and in part because the amount of “gross profit" 
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can be readily compiled and reported without the use of the trading 
summary. Where sales and merchandise costs are definitely depart- 
mentalized, on the other hand, the use of an account showing sales 
and merchandise cost of sales for each department may be helpful in 
emphasizing figures significant for internal comparative purposes. 

In any event care must be taken in interpreting balances deter- 
mined before deduction of the various operating costs, in addition to 
the cost of merchandise, which must be considered before true earn- 
ing power is disclosed. Merchandise cost of sales is an important 
element in the total charges to revenue in the trading field, but it is 
not the whole story, and from the standpoint of economic analysis 
and sound business management this cost occupies no peculiar or 
preferential position. The merchant buys merchandise— his raw 
material, performs various services in connection therewith, and has 
for sale a finished product which he hopes to market at a price above 
the grand total of costs, including merchandise, which has been in- 
curred. If the total of costs exceeds the revenue total this means that 
only a portion of each and all costs has been recouped. Except for 
the violation of a traditional mode of thought, therefore, it would be 
quite as proper to determine an intermediate operating balance by 
first deducting all labor costs from sales, or by deducting all costs 
other than merchandise, as it is to treat merchandise cost as a primary 
charge. 

Departmental Trading Accounts Illustrated. To illustrate the use 
of departmental trading summaries assume that the T Co. sells two 
main classes of merchandise, A and B, and that .the merchandise 
costs, including transportation, are separately accounted for although 
other operating costs are not departmentalized. Assume, further, 
that on January 1 the inventories amount to $10,000 and $15,000, 
respectively, that purchases for the quarter ending March 31 are 
$20,000 and $30,000, respectively, that sales for the quarter are $35,- 
000 and $50,000, and that the inventories on March 31 are $12,000 
and $16,000. The merchandise cost of sales for department A is 
then $18,000 ($10,000 plus $20,000 less $12,000), and for department 
B, $29,000 ($15,000 plus $30,000 less $16,000). The adjusting entries 
(employing a purchases account) are as follows: 

( 1 ) 


Merchandise Inventory — A . , , . . . . , $ 2,000 

Merchandise Cost of Sales — A 18,000 

Purchases — A. , ..... 120,000 
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Merchandise Inventory — . 
Merchandise Cost of Sales — B, 
Purchases — B 

(2) 

. . . 1,000 

. . . 29,000 

30,000 . 

The closing entries for department A accounts are as follows: 

Sales — A 

Trading Summary — A . 

(1) 

. . . $35,000 

$35,000 

Trading Summary — A . 

Merchandise Cost of Sales — A 

(2) 

. . , 18,000 

18,000 

Trading Summary — A , 

Expense and Revenue . 

(3) 

. . . 17,000 

17,000 

The corresponding closing entries for department B are: 


Sales — B 

Trading Summary — B . 

(1) 

. . . $50,000 

$50,000 

Trading Summary — B . 

Merchandise Cost of Sales — B 

(2) 

. . . 29,000 

29,000 

Trading Summary — . . . 

Expense and Revenue . 

(3) 

. . . 21,000 

21,000 


The final closing entries for each department consist of the transfer 
of the departmental margin of revenue over merchandise cost— the 
department's “contribution" to the common operating costs and to 
net income, if any— to the general expense and revenue summary. 

The trading margin in department A in the example is 17/35 or 
48.57% of sales, while the corresponding showing for department B 
is 21/50 or 42%. This does not mean, however, that department A 
represents the more profitable line or that this class of merchandise 
is being handled more efficiently. It is quite possible that a sound 
distribution of the other operating costs (assuming that such a dis- 
tribution might be made) would result in a higher percentage of earn- 
ings per dollar of sales for department B. Further, consideration 
would have to be given to the amount of capital assignable to each 
phase of the business in attempting to reach a decision as to relative 
profitableness of the two lines. Often there are so many common 
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factors and the various activities and decisions are so intimately 
connected that estimates of comparative earning power, no matter 
how carefully made, are bound to be highly arbitrary, and it would 
be unwise, even if possible, for the management to take decisive 
action based thereon. 

In setting up summarizing merchandising accounts care should be 
taken to avoid obscuring the amount of cost of sales. This element 
may be determined for report purposes even if not isolated by ledger 
procedure, but it may still be urged that essential data should be 
emphasized in terms of adjusting and closing entries wherever this 
is convenient. 

Continuous Inventory Procedure. Some form of continuous or 
'‘perpetual” inventory system is employed by many enterprises. In 
general such a system consists of a scheme of cards or sheets handled 
so as to show from day to day all acquisitions of merchandise, all 
withdrawals from stock, and balances on hand, in more or less detail. 
A distinction is often drawn between goods on hand in reserve stock 
and merchandise on the shelves or otherwise available for sale, and 
adequate classification by stores or departments as well as by types 
of merchandise is required. The inventory sheets proper must be 
supported by receiving records, bin tags, requisition slips, delivery 
and shipping records, and other necessary forms, and a procedure 
should be developed which includes adequate provision for internal 
check. 

If the inventory system is tied in with the general records con- 
tinuously (that is, from day to day) the credits to merchandise in- 
ventory control representing goods sold are currently charged to 
merchandise cost of sales, and the balance of the inventory account 
appearing in the trial balance at the close of the period represents 
the amount of merchandise on hand, according to the books, at the 
concluding date. The only adjustment required under these circum- 
stances is that necessary to reconcile the amount of the periodic 
physical inventory with the book balance. Thus if the book in- 
ventory shows a balance of $50,000 while the amount on hand 
according to the periodic inventory is only $49,500, adjusting entries 
must be set up crediting inventory account and charging merchan- 
dise cost of sales with $500 (assuming that the amount of the dis- 
crepancy is viewed as an item of cost of sales rather than as a special 
loss). The use of a continuous book inventory, it should be under- 
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Stood, does not eliminate the need for a periodic examination and 
compilation, and the results of the periodic inventory either verify or 
supersede the corresponding book figures. At the same time the 
process of taking and pricing inventory periodically is likely to be 
facilitated and abridged as a result of the use of the continuous 
inventory system. 

Where a scheme of continuous inventory is in effect and the 
resulting credits to merchandise are regularly recognized in the 
general ledger the purchases account, if used at all, can best be em- 
ployed merely as a current clearing account. That is, the amounts 
charged to the purchases account should be regularly transferred to 
the inventory control account. 

If no entries are made in the general ledger until the close of the 
regular period, and after the trial balance is taken, the trial balance 
will show only the opening inventory and the purchases for the 
period and the adjusting and closing entries will take the same form 
as in situations where no continuous inventory plan is in operation. 
On the other hand it is quite possible to post the accumulated data 
of the continuous inventory at the end of the month as a part of the 
regular summarizing, before the trial balance is compiled. 

Merchandise Shortages and Write-Downs. Merchandise may be lost 
or stolen, and shrinkage and waste from various causes are common. 
It may also be deemed necessary to place a value of less than cost on 
deteriorated and out-of-date goods on hand, or on standard merchan- 
dise on which prices have receded since purchase. An objection to 
the formula, ‘'opening inventory plus purchases less closing inven- 
tory equals merchandise cost of sales,” evidently arises in this con- 
nection. When the amount of the shortage or discrepancy is 
relatively small, and may be viewed as more or less typical or in- 
evitable under prevailing conditions, there is no serious objection to 
a treatment which permits the item to be buried in merchandise 
cost of sales, as an incidental element of such cost; where the amount 
is large or at all exceptional, on the other hand, isolation of such 
charge is advisable and it may be viewed in whole or in part as a 
loss. Substantially the same position may be taken in the case of a 
write-down on shopworn or seasonal goods. (Here, however, even 
a relatively large adjustment downward might be permitted to swell 
merchandise cost of sales on the ground that it was necessary to carry 
a larger stock than could be sold during the season in order to main- 
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tain the volume of regular sales, and that the inventory adjustment 
at the end of the season was therefore a part of the total merchandise 
cost of sales made.) A definite write-down to cover a fall in the cost 
price of standard goods, it seems clear, should be segregated and 
excluded from merchandise cost of sales. 

To illustrate adjustments for shortage and write-down assume that 
in the trial balance of the R Co. on June 30 the inventory at the 
beginning of the period (January 1) stands at $10,000 and the pur- 
chases account shows acquisitions for the past six months of $20,000. 
At this time the following supplementary data are determined: (1) 
inventory of goods on hand on a cost basis, $16,000; (2) write-down 
required on account of price declines, $1,000; (3) actual cost of 
merchandise sold and delivei'ed, $13,500; (4) amount of merchandise 
shortage, $500. Recognizing the write-down and treating the short- 
age as a special deduction, the appropriate adjusting and closing 
entries, in summary form, are as follows: 


Merchandise Inventory . $ 5,000 

Merchandise Cost of Sales . . . ... . . . 13,500 

Merchandise Write-Down 1,000 

Merchandise Shrinkage and Shortage. 500 

Purchases $20,000 


The special accounts showing the shortage and write-down should 
be viewed as current loss items, to be closed to expense and revenue. 

Problems of merchandise shrinkage and shortage require careful 
study and attention on the part of the management whether or not 
special adjustments covering the data disclosed are recorded in the 
general ledger. In this connection a thoroughgoing system of con- 
tinuous inventory is helpful. 

Periodic Inventory. Virtually all trading concerns require a com- 
plete periodic inventory. Maintaining a continuous inventory of all 
cias.ses of merchandise is not a simple matter, particularly in the case 
of goods on the selling floor, and many concerns find it inexpedient 
to go beyond the day-to-day observation of stock, and compilation of 
physical quantities, necessary to the proper scheduling of purchases. 
Further, even in the case of the most highly developed systems of 
continuous inventory a periodic verification is essential. The ques- 
tions of valuation policy arising in connection with the preparation 
of financial statements, moreover, can seldom be settled to advantage 
on the basis of the data furnished by the stores ledgers, with no 
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accompanying information such as is provided by a comprehensive 
survey of the current status of merchandise. 

The frequency of the periodic inventory may well vary with the 
nature of the business and the special needs of the management. 
The complete annual inventory is in general the minimum require- 
ment. In many concerns interim departmental inventories are reg- 
ularly taken in addition to the comprehensive semiannual or yearly 
inventory. In extreme cases (particularly where unit values are high 
and there is danger of misappropriation) daily inventories of mer- 
chandise on hand are taken— a procedure which represents in effect 
a form of continuous inventory. 

To minimize the extent to which regular operations are interfered 
with or interrupted, as well as to avoid an unreasonable direct cost of 
the work, the periodic inventory process should consume no more 
time than is essential to an accurate count and tabulation. Careful 
preparation is important in this connection. The entire process 
should be planned and instructions issued before the work begins; 
the necessary forms should be prepared, with all headings, in ade- 
quate supply; mechanical equipment to be used in measuring and 
in tabulating should be made available; storesrooms and other loca- 
tions should be placed in good condition for the inventory; invoices 
and other papers affecting merchandise should be posted up to date 
in so far as possible. Of outstanding importance is the selection and 
organization of a competent force to do the work. Where there is a 
regular slack season or other periodic lull the inventory should be 
taken at such time provided the close of the accounting period falls 
therein. (In this connection is found one of the arguments for the 
adoption of the ‘'natural business year'' in lieu of the calendar year.) 

The actual work of taking inventory should be directed by an 
owner, officer, or other responsible person or persons. In large enter- 
prises, with a specialized administrative staff, the comptroller or 
chief accountant may well be placed in charge of the inventory. 
The work is ordinarily divided into two main steps or stages: (1) 
ascertaining the physical quantities; (2) summarizing and pricing. 
The first step involves counting, weighing, etc., and listing the results, 
with the proper descriptions, on cards or sheets. (See illustrative 
form on page 498.) The methods employed must of course be 
adapted to the conditions. Those taking the inventory often work 
in pairs as "counters" and "listers." The first task in pricing the 
inventory is the determination and listing of unit values. Where the 
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goods are marked with symbols which indicate the cost prices this 
information is listed on the original sheets; otherwise a special pro- 
cedure must be developed for the purpose of determining the cost 
data. As a rule adjustments for transportation and handling charges 
are made by aggregates of particular sections of the inventory rather 
than in terms of the unit costs of particular items. It should be 
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recognized that the unit value adopted may not be actual cost. See 
following discussion of valuation bases. 

After unit values have been ascertained and listed the sheets are 
turned over to machine operators for extending and tabulating. 
The final stage consists of recapitulation by main departments or 
classes on summary sheets. 

Valuation of Inventory— Cost Basis. For many concerns inventory 
valuation is a major factor in the measurement of periodic income 
and the determination of financial position, and valuation policies 
and methods are therefore of marked interest to the accountaht. As 
general bases or starting points in valuation there are three main 
alternatives: (1) actual recorded cost; (2) replacement cost; (3) sale 
value. In addition there is a compromise approach widely endorsed 
by accountants, *‘cost or market, whichever is lower.” 

Actual cost of merchandise should be defined as the net (cash) 
invoice price plus transportation and other applicable charges. (As 
explained earlier, many concerns fail to include handling and storing 
costs in inventory values.) The cost basis is particularly satisfactory 
from an income-statement standpoint. The inventory on this basis 
is conceived as a pool of costs applicable to future revenues, and 
hence is excluded from current cost of sales. Valuation at cost is 
the complement of the doctrine that revenue is measured by the 
volume of delivered sales. This point has especial force throughout 
the trading field, where the dominant activity— and hence the natural 
focus of income measurement— is selling merchandise. A minor con- 
sideration favoring the use of cost is found in the fact that in general 
costs represent values actually drawn from the records. 

From a position-statement standpoint strict adherence to the cost 
basis may be objected to on the ground that cost may be either above 
or below market value on the closing date. This objection has force 
if the inventory is conceived as a source of immediate debt-paying 
power; it carries less weight in so far as the inventory may properly 
be viewed as an aggregate of costs incurred, legitimately deferred. 
Evidently the nature of the inventory, and the use to which the state- 
ment is put, must be considered in reaching a decision. A possible 
and often desirable procedure is to show estimated market value 
parenthetically in the statement of financial condition while cost is 
used as a basis for income measurement. 

Cost valuations, it is sometimes pointed out, do not furnish proper 
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guidance to the management in periods of sharply changing prices. 
This consideration, not very significant in the case of fast-moving 
stock, has some merit where the period of production is sufficiently 
long, and the selling market is sufficiently sensitive, to make possible 
modifications of policy based on observation of the changing costs 
of goods on hand. It may be noted, however, that valuation at 
actual cost for periodic statement purposes does not preclude the 
furnishing of management with frequent analyses which emphasize 
immediate market prices. 

General endorsement of cost valuations does not mean ignoring 
the fact that recorded cost is an unwarranted basis of pricing inven- 
tory in the case of obsolete and shopworn merchandise and other 
special cases. 

Use of Replacement Cost. Replacement cost of merchandise is meas- 
ured by the current net invoice price, plus transportation and other 
applicable costs— the additional charges also being calculated on a 
current basis. With respect to net invoice price replacement cost is 
conventionally defined as the quoted cash price on the date of the 
inventory by the regular source of supply, in terms of the quantities 
regularly purchased. The principal arguments in support of this 
basis are those which are offered in opposition to the use of historical 
cost. In the case of standard goods, with selling prices sensitive to 
changes on the buying market, the current replacement cost gen- 
erally represents the most satisfactory evidence of market value 
viewed through the eyes of the buyer. Likewise replacement costs 
are in general the most significant cost data for those who are plan- 
ning a sales program for standard merchandise on hand. It is some- 
times further urged, with substantial justification, that replacement 
cost is a more reasonable measure of actual cost, in the sense of 
economic power expended or sacrifice made, than is recorded dollar 
cost in situations in which there has been a change in the general 
price level— and hence in the value of the dollai— between date of 
acquisition and date of inventory. 

The most common objection offered to the consistent use of re- 
placement cost in pricing inventory is that such valuation will result 
in effect in the booking of unrealized income where replacement cost 
is higher than actual cost. This objection, long emphasized by ac- 
countants, has some force; in general postponement of formal in- 
come recognition until conversion of merchandise into accounts 
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receivable or cash is desirable. On the other hand the point hardly 
justifies universal condemnation of replacement cost as a basis of 
valuation, particularly in view of the inherent limitations of con- 
ventional accounting concepts and procedures in the face of chang- 
ing prices. 

Estimating Invoice Cost. The fact that it is often not feasible to 
mark merchandise piece by piece with invoice prices (or symbols per- 
mitting identification in terms of particular invoices), coupled with 
varying prices during the period in which the inventory is accumu- 
lated, makes necessary the adoption of some systematic method of 
estimating the invoice cost of goods on hand. The weighted-average 
method is one device employed in this connection. For example, 
during the first month of operation the M Co. buys a particular 
class of merchandise in four lots, as follows: 


Date 

Quantity 

Price 

Amount 

Jan. 5 

1,000 

$ 2.00 

$ 2,000 

12 

5,000 

1.95 

9,750 

20 

2,000 

1.95 

3,900 

30 

3,000 

2.10 

6,300 


11,000 


$21,950 


The physical inventory at the end of the month is 6,000 units. Under 
these conditions the average cost per unit is approximately $1.9955 
($21,950 divided by 11,000) and the cost of goods on hand based on 
this average is $11,973. For the following month this inventory 
amount represents the first lot and must be taken into account in 
calculating the next average price. 

This method assumes that goods as sold are taken from stock in 
exact proportion to the quantities of the various lots comprising 
stock at the moment of sale, including the opening inventory as the 
first lot. As a matter of fact it would be impossible for the movement 
of goods to conform to this pattern, as this would mean that no batch 
or shipment could ever be completely closed out, and no type of 
merchandise is indefinitely divisible. From a practical standpoint, 
however, this logical weakness in the scheme is not a serious defect, 
particularly where the turnover per period is high. 

Another method of estimating invoice cost is based upon the as- 
sumption that goods sold are always taken from the oldest in stock 
or, in other words, that the goods on hand consist of those most 
recently acquired. The method is commonly referred to as the 
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“{irst-in, first-out” plan, or “FIFO.” By this approach the invoice 
cost of the periodic inventory, class by class, is computed by accumu- 
lating the entries on the stores sheets, beginning with the latest, for 
both physical quantities and costs, in an amount sufficient to absorb 
the inventory quantities. Using the figures of the preceding ex- 
ample, and applying this method, the invoice cost of the 6,000 units 
on hand is found as follows: 


Date 

Quantity 

Price 

Amount 

Jan. 30 

3,000 

$ 2.10 

$ 6,300 

20 

2,000 

1.95 

3,900 

12 

1,000 

1.95 

1,950 


6,000 


112,150 


The result is a figure of 1 12, 150 as compared with the amount of 
111,973 found by the use of the weighted-average method. 

For most situations the first-in, first-out procedure is to be pre- 
ferred to all other methods of estimating invoice cost of inventory. 
The main advantages are: 

1, The inventory is drawn from the actual records in a systematic manner. 

2, The result is clearly a cost value, with no recognition of unrealized gain or 
loss, but is nevertheless a reasonable measure, in most cases, of the current market 
valuation. 

3, The assumed movement of goods — a continuous, orderly stream — represents a 
condition to which the management should adhere as closely as possible, particularly 
in the case of goods subject to deterioration and style changes. 

A third possible method of estimating cost of sales and cost of 
goods on hand is the “last-in, first-out” approach, or “LIFO.” Under 
this approach the cost of the inventoiy is assumed to consist of the 
oldest charges represented in the existing accounts and cost of sales 
is accordingly assumed to be made up of the latest costs incurred. 
The peculiar merit of “LIFO,” it is contended, is the minimizing of 
the effect of price movements in the periodic reports. When prices 
are advancing sharply the charging of the latest acquisitions to cost 
of sales evidently tends to increase cost of sales and reduce net, and 
when prices are falling the same procedure has the effect of lowering 
cost of sales and improving the operating showing. This statement 
of the support for the method reveals the principal line of objection 
to it: it tends to bring about an appearance of stability where there 
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is actual fluctuation. This, it can be argued, is the very antithesis 
of sound accounting. The purpose of the particular income report 
is to show the results of business operation as brought about by the 
impinging conditions of the particular period— and not the results 
of an average or “normal’' year. Moreover, the procedure is objec- 
tionable in that the movement of goods seldom if ever corresponds 
even roughly to the underlying assumption, and it would be very 
poor operating policy to attempt to handle goods on a LIFO basis. 

‘‘Cost or Market, Whichever is Lower.” This is a compromise 
formula, a rule of conservatism, rather than an independent basis of 
valuation. Through its use earnings not realized by sale are in gen- 
eral excluded from the income report while unrealized losses— in the 
form of failing cost values of goods on hand— are taken into account, 
usually in the form of an increase in the recognized merchandise 
cost of sales. By “market” in this connection is generally meant the 
estimated cost of replacement, although some accountants define 
market as estimated net selling value where this figure is lower than 
either recorded cost or replacement cost. 

The thoroughgoing use of this basis requires the ascertaining of 
both actual cost and replacement cost or “market” for each item of 
the inventory appearing on the underlying cards or sheets. For a 
large inventory this is a very considerable task, and herein lies a 
serious weakness of the basis from a practical standpoint. 

“Cost or market, whichever is lower,” notwithstanding its wide 
adoption in some form in practice, is an illogical approach to inven- 
tory valuation, a fact which becomes very apparent when the effect 
on the periodic income report is considered. Assume, for example, 
that during the first period of operation of the M Co. 1,000 units 
of merchandise are purchased at a cost of $50 each and that at the 
end of the period 600 units remain on hand. Assume, further, that 
toward the end of the period there has been a sharp decline in the 
market and that replacement cost for the class of goods in question 
on the closing date is $45 per unit. If cost is accepted as the basis of 
valuation under these conditions the amount of the inventory is 
$30,000 and merchandise cost of sales is $20,000. If replacement cost 
(under the “cost or market” rule) is used the amount of the inventory 
becomes $27,000 and merchandise cost of sales (including the item 
of unrealized loss) is increased to $23,000. The effect of the appli- 
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cation of the compromise rule, as compared with the use of actual 
cost, clearly, is to reduce operating net (or increase the net loss) by 
|B,000— a gesture of conservatism. The effect upon the accounts in 
the following period, however, is in the opposite direction. The use 
of an opening inventory figure of |27,000 in lieu of a figure of $30,- 
000 has the effect of adding $3,000 to the operating net (or deducting 
$3,000 from the net loss) of such second period, as this net w^ould 
stand if actual cost prices were used throughout. 

The juggling of operating net between periods through the appli- 
cation of '‘cost or market, whichever is lower'" to the inventories may 
be so marked in periods of sharp price movements as to make the 
couL'se of net income from month to month or quarter to quarter, 
as shown by the comparative operating statement, move contrary to 
the volume of business, with the result that the comparative data 
are downright misleading. 

The vogue of "cost or market, whichever is lower" was fostered 
in considerable measure by overemphasis, in earlier days, on the 
statement of financial condition as opposed to the income statement. 
That it is bad reporting to overstate asset values in the position- 
statement may be taken for granted, but the adoption of "cost or 
market" is a very clumsy and ineffective way of attempting to avoid 
such overstatement. From the standpoint of the presentation of 
income reports useful to operating management the rule is a nuisance 
rather than a bit of business wisdom. Fortunately there are some 
signs that the enthusiasm for this approach to inventory valuation is 
waning. 

Use of Selling Value. For standard merchandise the valuation of 
inventory at unadjusted selling price is indefensible, as this would 
mean in the typical case the recognition of unearned as well as un- 
realized income. On the other hand, current selling prices are 
sometimes useful as a starting point in the determination of esti- 
mated cost values. For example, under the so-called "retail method" 
of pricing, employed by many department stores, the inventory is 
first tabulated in terms of listed selling prices, by classes or depart- 
ments, and the final inventory figures are determined by deducting 
mark-up in each case from the preliminary total. 

Net selling value (current selling price less estimated costs to be 
incurred) is often employed in the valuation of damaged and deterio- 
rated merchandise, and left-over stocks of seasonal goods. The use of 



MERCHANDISING ACCOUNTS 


505 


this basis in these special cases assumes that any loss involved has 
already been suffered and that no income will be realized through 
the process of sale— a position not altogether reasonable. An alterna- 
tive and somewhat more logical treatment would be to price the 
goods at net realizable value less a reasonable profit to cover the 
process of merchandising from the point of inventory. From the 
standpoint, in particular, of those in charge of special sales the ac- 
counts should not be handled in such a way as to make it impossible 
to show earnings from such activities. 

f 

Inventory Verification. Taking and pricing the inventory is a com- 
plex task, fraught with the possibility of questionable procedures 
and errors. Mistakes may be made in the count itself, and in calling 
and writing. Clerical blunders and errors in judgment in classifying 
and tabulating, and in ascertaining and applying unit values, are 
not easily avoided throughout a large inventory. 

Assuming complete integrity of the inventory process per se there 
remains the problem of reconciliation of inventory and book figures. 
Discrepancies may be due to unrecorded invoices, errors in trans- 
ferring invoice data to stock cards, mistakes in compiling and pricing 
requisitions and shipping orders, or to shrinkage, breakage, theft, 
etc. On the other hand, the difference between the periodic totals 
and the book balances of a continuous inventory system may be 
largely the result of either questionable or legitimate variations in 
policies of valuation. 

In view of these conditions the public accountant charged with 
verifying and reconciling the inventory faces a formidable task, and 
his efforts are usually confined to a study of procedure followed to- 
gether with a testing of the accuracy of the processes of physical 
measurement and pricing. The usual program of ‘‘auditing'' the 
inventory emphasizes the following: 

1. Study of all special or irregular conditions, including goods in transit or con- 
signed, merchandise pledged, G.O.D, shipments, goods delivered under conditional 
sales contracts, damaged and obsolete merchandise, broken lots, etc. 

2. Careful checking of purchases and withdrawals occurring shortly before or 
after date of inventory, 

3. Examination and verification of price lists; study of discount practices, returns, 
transportation and storing costs. 

4. Testing of stores records and reqmsitions; study of methods of accumulating 
and applying labor and overhead costs and reasonable testing of accuracy of cost 
records. 
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5. Examination and testing of original inventory cards and sheets and proving of 
final tabulations and summaries, particular attention being given to large items, 
footings, and unusual classifications. 

6. Examination of last preceding inventory data and comparison with current 
figures; observation of relations of purchases, cost of sales, inventory, and sales data, 
by departments and for enterprise as a whole; consideration of general valuation 
bases and procedures. 

7. Obtaining full explanations and formal certificates from employees responsible 
for work of taking and pricing, and for regular work of storeskeeping and costing. 

A program of inventory verification for the traveling auditor, em- 
ployed by the large company to make periodic visits to particular 
plants and divisions, follows similar lines. 

These suggestions apply to the inventories of manufacturers as 
well as to those of merchandising concerns. 

Merchandise Turnover. By “turnover’" in general is meant the 
number of times the amount of the average or normal stock of goods 
in a given situation is replaced during a particular period. It is 
usually computed in value terms, although where prices are moving 
sharply value turnover is likely to be misleading. Computation of 
turnover in physical terms, evidently, is possible only for each homo- 
geneous class of goods, taken separately. Turnover ratios are par- 
ticularly useful in determining inventory requirements, in focusing 
attention on slow-moving and excessive stocks, and in comparing 
periodic performances. As a rule a series of short-term turnovei 
ratios is more significant than yearly figures. 

Merchandise turnover is commonly calculated by dividing mer- 
chandise cost of sales by the average inventory. Ideally the inventory 
figure used in the computation should be an average of daily bal- 
ances, rather than the simple average of opening and closing inven- 
tories, as otherwise sharp seasonal or other fluctuations in stock will 
not be taken into account properly. In some retail lines, especially 
where the retail method of taking inventory is employed, turnover is 
referred to as the “stock-sales ratio’" and is ascertained by dividing 
sales by average stock priced at retail. 

Turnover rates vary between concerns and between classes of 
goods in the same industry. In a furniture store or department, for 
example, one expects to find a lower turnover than in a grocery store 
or department. There may also be a seasonal variation in the turn- 
over of the particular department or type of merchandise. In set- 
ting standards such considerations must be taken into account. It 
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must also be remembered that a variation from standard, although 
affording a basis for investigation, does not demonstrate either a 
satisfactory or an unsatisfactory operating situation. Failure to 
reach the standard set in the particular department or business may 
be due to excessive buying or slackening sales effort, conditions sub- 
ject to improvement, or it may be the result of some special and 
temporary factor such as purchase of a large supply at bargain prices 
or reduction in selling time due to occurrence of several holidays in 
the particular period. Similarly, if performance in a particular 
period exceeds the established standard the cause may be found in 
better buying and handling, or improved sales management, condi- 
tions deserving commendation and support, or in such circumstances 
as unusually low stock or temporary expansion of volume. 

Questions 

1. Illustrate the two forms of adjusting and closing entries which are applicable 
to situations in which current acquisitions of merchandise are charged to a “pur- 
chases” account. 

2. Illustrate the proper treatment of costs of transporting, handUng, and storing 
merchandise. Why is it not feasible to “force all operating charges through the 
merchandise funnel, registering a precise division for each cost incurred between 
periodic inventory balances and cost of sales”? 

3. Using the example given on page 489 open skeleton accounts for purchases 
and purchase adjustments and display all entries for the period. 

4. Open skeleton sales and sales adjustment accounts and record the entries 
covering the example on pages 490-491. 

5. Open skeleton accounts and post the entries covering the data of the illustra- 
tion given on pages 492-493. What is meant by “trading margin”? 

6. “In setting up a summary trading account the proper procedure is to close 
initial inventory, purchases, purchase adjustments, sales, and sales adjustments 
directly to the summary, and to establish the new inventory by a credit thereto. 
The gross profit is then transferred to expense and revenue.” Do you agree? 
Explain. 

7. Outline the procedure required in connection with a system of continuous 
inventory. Illustrate the recognition of merchandise shortage and write-down. 

8. Why is the complete periodic inventory needed? Outline the process. 

9. What are the merits of the cost basis of pricing inventory? The objections? 

10. Define replacement cost in relation to inventory valuation. What is the most 
common objection offered by accountants to the consistent use of this basis of pricing? 

11. Under what conditions must the actual invoice cost of merchandise on hand 
be estimated? Illustrate and appraise the weighted-average and first-in, first-out 
methods of estimating. 

12. Criticize the last-in, first-out interpretation of the movement of goods as a 
means of finding the cost of the inventory. 
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13. What arc the objections to the use of the rule of ‘*cost or marketj whichever is 
lower,^’ in inventory valuation? 

14. Discuss the use of selling prices in connection with the valuation of inventory. 

15. Outline a program of procedure with respect to the inventory for an account* 
ant maMng a periodic audit. 

16. Illustrate the computation of merchandise turnover 
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Factory Materials and Supplies. The operations of receiving, stor- 
ing, and issuing materials and supplies in manufacturing plants are 
controlled and recorded substantially as are the corresponding activi- 
ties in trading enterprises. Storeskeeping in manufacturing, how- 
ever, is in general somewhat more highly developed than in the 
trading field, particularly to meet the requirements of the system of 
cost accounting employed. Materials as received and stored are 
charged to the appropriate detailed accounts of the stores ledger 
(see illustrative form on page 510), which is controlled by one or 
more accounts in the general ledger. Materials are issued only on 
the basis of properly authorized requisitions (see form on page 510), 
which are posted in detail to the issued section of the underlying 
stores accounts and which are recapitulated from time to time to 
furnish credits to materials in the general ledger. The problem of 
pricing requisitions, one of the difficult matters in accounting for 
materials and supplies, is discussed briefly in the following section. 
In large concerns, handling hundreds of classes of materials, the 
Work of storeskeeping and of maintaining the necessary records in 
first-class condition is a considerable task. 

The amounts of materials and supplies issued are in general 
debited either to production cost accounts (in terms of particular 
production orders, particular departments, particular operations, 
periods of time, or on some other basis) or to accounts representing 
indirect or overhead costs which may in turn be charged in whole or 
In part to production costs on the basis of appropriate methods of 
distribution, (There is also the possibility of issuing materials on 
construction jobs.) The underlying production cost sheets or ac- 
counts (see example of form on page 511) are usually controlled in 

m 



510 


ESSENTIALS OF ACCOUNTING 


the general ledger either by a single account, ''work in process,” or 
by three main accounts, "materials in process,” "labor in process,” 



and "burden in process.” Where materials are issued in excess o£ 
requirements and are returned to stores in good condition material 
credit slips (see form on page 512) are prepared which form the 
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basis of reversing entries. Scrap and spoiled materials returned are 
charged to stores at estimated value, and manufacturing overhead is 
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As in the case of merchandise, all transportation costs incurred in 
the acquisition of materials and supplies are clearly a part of the cost 
of materials and ideally all handling and storage costs should be 
similarly treated. As indicated earlier, however, the distribution of 
such charges to the numerous accounts represented in the stores 
ledger may require an unreasonable amount of both estimating and 
clerical work, and accordingly these collateral costs are often included 
in manufacturing overhead and applied to the product in propor- 
tion to the amount of material cost involved. Even under this 
procedure it is desirable to include an appropriate amount of trans- 



portation and storing charges in the periodic inventory, in particular 
to avoid the distortion of operating results which may otherwise 
arise, especially where monthly statements and reports are issued. 
A special account may be set up as an adjunct to the main materials 
control to show the amount of such charges applied to the inventory, 
so that the subsidiary ledger and its control will remain in balance. 

Pricing Requisitions. Many concerns use some form of average cost 
in pricing materials and supplies from stores. Under a common pro- 
cedure a new average unit cost is computed whenever an increment 
of materials is added to stock (excepting the rare case where the unit 
price of the incoming lot happens to be the same as the current 
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weigiiteci average) and this cost figure is applied to all requisitions 
filled prior to date of receipt of the next shipment. 

' In pricing issues by the first-in, first-out method each requisition 
is assumed to be filled from the oldest materials of' the class in stock. 
For example, the receipts' section of a particular stores account shows 
the following data for January: 


Bate Quantity 

Jan. 1 (Bal.) 1,000 

15 500 

23 1,500 


Unit Cost Amount 

$ 2.00 I 2,000 

2.10 1,050 

2.15 3,225 


The issues section of the card for the same period shows that four 
requisitions (or groups of requisitions) are filled and recorded as 
follows: 


Date 

Quantity 

Issue Price 

Amount 

Jan. 8 

500 

$ 2.00 

$ 1,000 

15 

400 

2.00 

800 

22 


2.00 

200 


2.10 

840 

29 

®‘^\700 

2.10 

210 


2.15 

1,505 


The balance at this point, evidently, is 800 units priced at |2.15 each. 

See discussion of methods of estimating invoice cost in preceding 
chapter. 

Materials and Supplies— Illustrative Entries, To illustrate the gen- 
eral accounting treatment of materials and supplies, including typi- 
cal adjustments, assume that the M Co. on June 1 has an inventory 
of manufacturing materials and supplies amounting to |2i,000 (in- 
cluding handling and storing costs, 1 1,000) and that the record of 
materials during June is as follows: (1) acquisitions, |10,000; (2) ma- 
terials requisitioned and charged directly to cost sheets, $12,000; 
(3) materials and supplies issued and charged to manufacturing 
overhead, |2,000; (4) direct materials returned in good condition, 
$500; (5) damaged direct materials returned, estimated stores value 
of $100 and issue price of $300; (6) handling and storing costs in- 
curred applicable to materials and supplies, $500; (7) inventory of 
materials and supplies on June 30, including returned materials at 
the figures given above, but with no estimate of handling and stor- 
ing costs included, $16,500. The summarized entries in the general 
ledger are as follows: 
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(1) 

Materials and Supplies. . . . . . . . . . $10,000 

Accounts Payable $10,000 

To record purchases for June 

( 2 ) 

Materials in Process. 12,000 

Materials and Supplies 12,000 

To record direct materials requisitioned 

(3) 

Manufacturing Overhead ......... 2,000 , 

Materials and Supplies 2,000 

To record indirect materials requisitioned 

(4) 

Materials and Supplies . . . . . . . . . . 500 

. Materials in Process . . . 500 

To record returns of materials in good condition 

( 5 ) 

Materials and Supplies 100 

Manufacturing Overhead . . . . . . . . . 200 

Materials in Process . 300 

To record returns of damaged materials 

( 6 ) 

Handling and Storing Costs 500 

Payrolls (and other accounts affected) ..... 500 

To record handling and storing costs for June 

(7) 

Manufacturing Overhead . ... . . . , . 100 

Materials and Supplies 100 

To recognize inventory shortage 


A few comments on the above entries are needed. Each charge or 
credit to materials and supplies, it should be recalled, is supported 
by detailed entries in the sheets or cards representing the stores led- 
ger. Similarly, entries in materials in process are duplicated, in 
detail, on the underlying production accounts or cost sheets. Manu- 
facturing overhead should also be thought of as a controlling ac- 
count, supported by a classification of subsidiary operating accounts. 
The amount of the inventory shortage or write-down is found by 
comparing the inventory as determined at the close of the period, 
116,500, with the book inventory of |16,600 (opening inventory of 
120,000, exclusive of handling and storing costs, plus purchases of 
$10,000, less requisitions of $14,000, plus materials returned to stores 
of $600). All of the entries shown other than those representing pur- 
chases and handling and storing costs incurred, it may be added, 
might be recorded in the general ledger at the end of the month on 
the basis of underlying compilations maintained during the month 
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and the concluding inventory. On the other hand all of these entries 
with the exception of those based on the final inventory might rep- 
resent the totals of daily or weekly postings. 

In addition entries are required to reflect the application of han- 
dling and storing costs to operating accounts. Assuming that a 
proper adjustment is 5% of amounts of direct and indirect materials 
as originally requisitioned, without regard to adjustment for returns 
or inventory shortage, the appropriate entries are as follows: 


Materials in Process $600 

Manufacturing Overhead 100 

Handling and Storing Costs $500 

Inventory Adjustment — Handling and Storing Costs . . . 200 


This procedure assumes the use of a supplementary inventory ac- 
count, with a balance of $1,000 at the beginning of the period. The 
resulting balance in this account on June 30 is $800, and the final 
inventory total is accordingly $17,300 ($16,500 plus $800). If it were 
desired to adjust the amount of handling and storage costs applicable 
to the concluding inventory to precisely 5%, or $825, this might be 
done by crediting materials in process with $40 (5% of $800), debit- 
ing manufacturing overhead with $15 (5% of the amount of $300 
charged to this account to represent loss on damaged goods returned 
plus general shortage), and debiting the inventory adjustment ac- 
count, $25. As a rule it would not be expedient to attempt a precise 
adjustment of this character, particularly in view of the difficulty of 
making the correction in terms of the supporting cost sheets. 

It is hardly necessary to say that purchases of factory materials, 
like merchandise purchases, are subject to adjustments for returns, 
allowances, discounts, and other factors. See Chapter XIV. 

Labor Cost. As in the case of materials there are two main classes 
of labor costs in factory operations. One is ‘'direct labor,” the cost 
of the services of employees engaged in the actual processes of fabri- 
cation or production; the other is "indirect labor,” and includes the 
wages and salaries of supervisors and others who are associated with 
manufacturing operations in a more general or indirect capacity. 
The plant payrolls are accordingly compiled in terms of these two 
broad divisions, as well as by departments and other necessary classi- 
fications. Direct labor is chargeable immediately to work in process, 
or to the general subdivision, labor in process, and to the labor sec- 
tion of the underlying cost sheets. Indirect labor is chargeable to 
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mamifacmring overhead in the general ledger and to the appropriate 
subsidiary accounts. In each case a temporary clearing account may 
be used if desired to receive the charges. The original sources of 
data in the compilation and classification of labor costs are clock 
cards, time tickets, and related types of records. In large companies, 
employing many hundreds or even thousands of workers, accounting 
for payroll cost requires an elaborate procedure and a system of 
specialized forms. The procedure is complicated by the required 
withholding of taxes on employees and other special deductions. 
See discussion of this topic in Chapter XV. 

The principal adjustment with respect to labor cost at the close of 
the accounting period is the accrual of payroll to date, and wherever 
the cost system in use requires a daily recognition of labor charges 
and payroll liabilities incurred in the general ledger the trial balance 
taken at the close of any day’s business is complete at this point and 
requires no adjustment. In most concerns accruals are not booked 
daily for all classes of manufacturing labor and periodic adjustments 
are required. To illustrate assume that on June 1 the accrued fac- 
tory payroll account of the M Co. shows a credit balance of $1,500, 
and that during June regular payrolls are made up totaling $25,000 
(direct labor, $20,000, and indirect labor, $5,000) and payments are 
made to employees on payroll account amounting to $26,500. As- 
sume, further, that since June 30 comes on Thursday, and payrolls 
were last compiled for the preceding Saturday, it is necessary to ac- 
crue labor costs for the first four days of the week (including any 
charges incurred on Sunday) in the amount of $3,500, of which 
$2,800 is direct labor and the balance indirect. In this situation the 
entries to June 25, in summary form, would be as follows: 


( 1 ) 

Labor in Process $20,000 

Manufacturing Overhead . . . 5,000 

Factory Payroll . . $25,000 

( 2 ) 

Factory Payroll . . . 26,500 

Bank (or a special payroll fund) . . . . . . 26,500 


The adjusting entries on June 30 take the form of a regular payroll 
accrual; 


Labor in Process. . . ..... .$2,800 

Manufacturing Overhead . . , . , ... 700 

Factory Payroll $3,500 
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If a temporary clearing account is used to receive labor charges 
pending preparation of the distribution, entries must be made at the 
end of the period to close out any balance appearing in such account. 

The amount of the employer’s contribution to private pension 
funds, and to governmental funds in the form of payroll taxes, should 
ill general be included in direct and indirect labor costs, and an ad- 
justment should be made at the close of each accounting period, in 
terms of the arrangement in effect, to cover any accrued charge which 
has not been recognized. (Under an alternative view payroll taxes 
are treated as a part of the tax burden, and are excluded from labor 
cost.) There is also something to be said for the assignment of 
compensation insurance to labor costs. 

Overhead Costs in Manufacturing. The central problem in factory 
cost accounting is the treatment of overhead or burden costs (some- 
times labeled “manufacturing expense”). The term “overhead” is 
usually considered to cover all those costs that are necessary to the 
productive process as a whole but which are not incurred specifically 
for any particular operation or unit of output. The overhead costs 
are the “indirect” costs as opposed to the “direct” or “prime” costs 
of production— those charges which have definitely observable and 
traceable technical connections with specific activities and results. 
Indirect labor, as indicated above, represents one broad type of fac- 
tory overhead cost. Examples falling roughly under this head are 
the wages and salaries of foremen, inspectors and supervisors, watch- 
men, elevator and door men, oilers and cleaners, engineers and 
draftsmen, machine and tool repair force, medical and welfare staff, 
factory clerical employees, etc. Types of supplies often included 
under overhead are coal and other fuels, lubricants, maintenance 
materials, clerical supplies, laboratory and testing supplies, dispen- 
sary and hospital supplies, etc. Utility services such as electric power 
and water service are usually viewed as overhead items. Important 
examples of the so-called “fixed charges” in overhead are deprecia- 
tion (on buildings, machinery, motor equipment, tools, etc.), rent, 
casualty and liability insurance, and taxes (especially local, county, 
and state). Normal losses due to defective materials, spoiled work, 
idle time, etc, are also usually treated as an element of overhead cost. 
In fact overhead cost conventionally covers the entire range of manu- 
facturing cost other tlian the raw materials used in making the 
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product and the wages o£ workers directly engaged in the process 
of fabrication. 

Relation of Overhead and Direct Costs. The distinction between 
overhead and direct costs should not be overemphasized. Both types 
of cost are equally necessary and equally significant in their influence 
on results. Further, the line drawn is often largely one of con- 
venience. Thus small items of direct materials such as nails, bolts, 
and the like are sometimes included in manufacturing overhead and 
the wages of operatives performing some minor task on numerous 
jobs are often similarly treated. Much of the so-called ‘‘overhead"' 
in the typical enterprise may be converted into direct charges if suf- 
ficient attention is given to the problem. Such a cost, for example, 
as depreciation of a factory machine which is employed directly in 
the fabrication of product is evidently a direct cost of the units of 
output to which it contributes throughout its useful life. In general 
it is the aim of the cost accountant to treat as direct costs all elements 
of overhead, broadly defined, which can reasonably be subjected to 
such treatment. 

A significant feature of overhead cost as opposed to direct cost is 
the comparative inelasticity of this broad class of charges. Within 
wide limits direct material costs vary in proportion to manufacturing 
activity and output (ignoring such points as the fact that low unit 
costs are often associated with purchases in large quantities and that 
the percentage of waste and spoilage may increase under the strain 
of maximum activity). Direct labor costs also vary with production, 
although in general such costs are less flexible than material costs 
due to the importance of maintaining an established working force 
from the standpoint of immediate operating efficiency as well as on 
account of the considerations of human welfare involved. An over- 
head charge such as depreciation, on the other hand, varies with pro- 
duction only to a minor degree, particularly with respect to the 
amount of loss of value resulting from obsolescence and related 
causes as opposed to the influence of ordinary wear and tear. (Un- 
der certain methods of apportioning depreciation, it is true, the 
amount of the periodic charge is made to vary with output.) Rent, 
insurance, and property taxes likewise are relatively inflexible 
charges. Supervisory and administrative wages and salaries, light 
and heat, maintenance charges, engineering costs, and numerous 
other types of overhead vary with manufacturing activity but not 
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proportionately. Some of the so-called overhead items, however, 
are highly elastic. The fluctuation of electric power used, for ex- 
ample, commonly follows the movement of general plant activity 
quite closely. 

It is worth while to recognize that the distinction between fixed 
and variable operating costs is a product of the analysis of business 
activity in terms of relatively short periods of time. From a long- 
run standpoint all charges vary with the size of the enterprise and 
the volume of production. 

Assiginmeiit of Overhead Costs— Defining Departments. As has been 
emphasized in earlier chapters, the initial stage of cost recording, an 
important phase of day-to-day accounting procedure, is the booking 
of costs as incurred. At this stage costs are often classified by kind 
or class without much regard to their significance in the internal 
process of operation. In this connection such account titles as “ma- 
terials,” “supplies,” “electric power,” “insurance,” “rent,” and “taxes” 
are often employed—tities which have no departmental implications. 
It has also been pointed out that costs incurred are subject to more 
or less reclassification, as they pass through the enterprise on their 
way to elimination as expenses or losses, for the purpose of disclosing 
important functional and departmental data. In some cases classifi- 
cation in kind may be combined at the outset with a functional dis- 
tribution of charges, but even where this is done in some measure 
there often remains the task of internal distribution and assignment 
at various points. 

This problem of periodic allocation of operating costs is present in 
various forms throughout the field of business but is evidently espe- 
cially difficult and important in the case of manufacturing overhead. 
The first step is the analysis of the process of manufacture into cost 
centers or departments around which costs— both direct and indirect 
—may be appropriately collected. In general two main types of such 
departments are recognized: (1) production departments; (2) service 
departments. The first class includes all operations which represent 
actual work upon the product; the second class covers those depart- 
ments which are engaged in rendering services to other centers rather 
than in direct production— such as storesroom, power plant, repair 
department, cost department, etc. A department for cost purposes 
should be defined particularly in terms of function or type of service, 
and may or may not have a separate physical location and a distinct 
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administrative head. In some cases an overhead cost center or de- 
partment is nothing more than a point around which costs may be 
conveniently assembled for allocation to other departments. Thus 
maintenance, depreciation, insurance, and taxes applicable to build- 
ings may be collected as ''building cost,” a cost to be distributed on 
an appropriate basis to all departments making use of this factor. 
It is also necessary to select specific units in terms of which costs can 
be expressed and measured. In a job cost system the individual order 
or job is of course the principal cost unit for all producing depart- 
ments. In an operation or process cost system the essential unit of 
measurement is the cost of the particular operation or process. In 
many enterprises both job and operation costs are stressed and numer- 
ous other kinds of units, varying from department to department, are 
employed in assigning costs. 

Applying Overhead to Departments and Jobs. The next step is the 
distribution of the various classes of overhead charges among the 
production and service departments established for cost purposes. 
In this connection numerous bases and methods are employed. 
Charges for heat, light, caretaking, etc. are often assigned, for some 
departments or cost centers, in terms of space or area occupied. 
Such costs as liability insurance, salaries of personnel staff and time- 
keepers, and welfare and medical charges may be distributed on the 
basis of the labor hours or labor costs— or, possibly, the number of 
workers— found in the respective departments. Costs of handling 
and insuring materials and supplies and of transporting materials 
within the plant may reasonably be assigned in proportion to the 
cost (or, in some cases, weight or other physical measure) of materials 
and supplies consumed by each department or center. The distribu- 
tion of property taxes, fire insurance, depreciation, etc. should not 
disregard the asset values represented by the various departments. 
Other illustrative suggestions might readily be listed but it is neces- 
sary here merely to indicate the nature of the problem and the gen- 
eral character of the usual treatment. Assignment of charges to 
service departments is facilitated where it is recognized that although 
the entire cost of such departments is viewed as overhead from the 
standpoint of the manufacturing process as a whole some elements 
of such cost are direct charges from the standpoint of the particular 
service departments. It should be emphasized that the basis of dis- 
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tribuiion slioiild vary with the kind of department as well as the 
type of cost factor involved, and that the entire scheme of cost assign- 
ment in a given enterprise should be in harmony with the particular 
conditions in effect. 

After all overhead costs have been departmentalized the costs of 
service departments must be spread over the various production de- 
partments (in particular cases service department costs are assignable 
to other service departments '‘enroute'' to assignment to production 
cost centers). This phase of allocation calls for bases and methods 
similar to those employed in the original departmental apportion- 
ment. The periodic amount of service charge applied to a produc- 
ing department in a given case should be based on a continuing study 
of all the specific factors involved. In this connection it is important 
that capacity to serve as well as extent of service actually rendered in 
a particular period be given consideration. 

Where the cost system in effect requires assignment to particular 
orders or jobs the final stage of allocation, assuming that all over- 
head costs have been compiled by production departments, is the 
application of these accumulated departmental costs to the cost sheets 
representing the specific orders. In this final assignment the over- 
head charges are commonly allocated in whole or in part in propor- 
tion to one or more elements of direct cost, in proportion to direct 
labor time, or in terras of hourly machine burden rates or cost-center 
burden rates which have been worked out more or less elaborately. 
As in other phases of cost assignment the conditions of each case 
should determine the method or methods employed. 

Limitations of Cost Allocation. In many situations throughout the 
field of business— -particularly where conditions of joint and comple- 
mentary costs are prominent—it is dijSicult if not impossible to find 
reasonable and practicable bases of allocation, and as a result of this 
cendition highly arbitrary methods of apportionment are often em- 
ployed. In this connection a word as to the limitations of internal 
cost classification and assignment is necessary. The typical manu- 
facturing enterprise (or other type of concern, for that matter) is an 
integrated institution, all elements of which are more or less insepa- 
rable and interdependent. And although for purposes of effective 
administration it is necessary to view the enterprise in terms of dis- 
tinct activities, functions, and departments, it is also important that 
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the lines of technical and economic interconnection be not disre- 
garded. Cost allocations, essential though they may be for the meas- 
urement of performance, are at the best somewhat artificial from the 
standpoint of underlying relationships. If the cost accountant dem- 
onstrates, for example, that a particular line of product is being sold 
at a loss it does not follow that this member of the business can be 
summarily lopped off, even if the condition disclosed appears to be 
persistent; in many cases the elimination of the apparently unprofit- 
able activity would have seriously unfavorable effects upon other de- 
partments or on the business as a whole. It may be concluded, 
therefore, that highly questionable and arbitrary assignments of cost 
should be avoided. In general it is better to deal with common or 
joint costs in total, without allocation, than it is to distribute such 
charges artificially, thus obscuring departmental data which have 
considerable significance and suggesting conclusions of very doubtful 
validity. 

Accounting for Overhead. As indicated earlier, the element of over- 
head cost is controlled either by a single account in the generaf ledger 
or by a group of departmental accounts. (If a separate self-balancing 
factory ledger is employed which is tied to the main books through 
the use of interlocking accounts the overhead controlling accounts 
will appear in such ledger.) The supporting accounts are main- 
tained in the subsidiary overhead cost ledger. The charges to the 
controlling account or accounts representing costs incurred arise pri- 
marily from the voucher register or related forms. Where a special 
factory journal is used the charges covering supplies used, defective 
work, etc. come from this source. The periodic entries covering the 
assignment of overhead or burden to the departments or centers 
established for cost purposes (where such assignment is not fully re- 
fleeted in the original recording) and the final application of over- 
head to production accounts or cost sheets are posted through the 
general columnar journal or, in some cases, through factory journal 
or separate journal voucher sheets. Under a job-order cost system, 
the usual procedure is to charge the cost sheets as the jobs progress 
with burden at estimated rates, the amount being credited to a clear- 
ing account labeled ‘‘overhead applied*' or “overhead absorbed,’* and 
at the end of each month the actual overhead cost as accumulated is 
closed against the clearing account. A special adjustment is then 
required for the amount of over- or under-absorbed burden. Under 
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a process cost system the charges to work in process or production 
accounts are based directly upon the overhead accounts as accumu- 
lated for the period. 


Periodic Treatment of Overhead Illustrated. A hypothetical ex- 
ample will serve to outline the treatment of manufacturing overhead 
at the close of the period. 


The M Co. produces two distinct products, A and B, and in each case there are 
two production cost departments or centers. There are two service departments, 
X and Y, rendering service to the manufacturing activity as a whole. All factory 
overhead costs are controlled — in the initial stage — by a single account in the 
general ledger, which is supported by a subsidiary cost ledger. The Company 
operates under a process cost system. For convenience it will be assumed that all 
costs as incurred through the period are booked in terms of kind, with no recognition 
of departmental distribution and assignment until the end of the month. (In an 
actual case partial assignment, for certain types of costs, would be accomplished 
during the month.) Likewise transfer of such costs as storage, depreciation, 
insurance, and general administration to overhead is effected monthly and adjust- 
ments for spoiled work are made only at the close of the period. On the other hand 
indirect materials are regularly charged to overhead on the basis of tabulations of 
requisitions, and indirect labor is similarly charged as payrolls are accrued. At the 
close of business on June 30, under these conditions, the overhead controlling 
account, before any adjusting entries have been recorded, shows a debit balance of 
$15,000. At this point the following data, based on underlying cost compilations 
and analyses, are available: (1) indirect labor cost in payroll accrued on June 30, 
$300; (2) indirect materials lequisitioned, not previously charged, $200; (3) storage 
and handling costs applicable to production, $600; (4) accrued depreciation assign- 
able to manufacturing, $1,000; (5) insurance costs chargeable to factory, $300; 
(6) administration costs assignable to production, $800; (7) amount of total over- 
head representing cost of service department X, $3,000; (8) amount originally 
assignable to service department Y, $2,000; (9) amount applicable directly to 
production of product A, cost center I, $3,500, and cost center II, $2,500; (10) over- 
head applicable directly to product B, cost center I, $3,200, and cost center II, 
$4,000; (11) cost of service department X transferable to department Y, $500; 
(12) balance of cost of department X assignable to A I, $300, A II, $600, B I, $700, 
and B II, $900; (13) cost of service department Y assignable to A I, $800, A II, 
$500, B I, $600, and B II, $600. 

The general entries required to recognize these adjustments and cost analyses, in 
the order of the data given, are as follows: ; 


( 1 ) 

Manufacturing Overhead . 

Factory Payroll 

To book indirect labor accrued on June 30 

( 2 ) 

Manufacturing Overhead . . . ... 

Materials and Supplies . . . . . . . . 

To complete record of indirect materials requisitioned 


$ 300 

. $300 


200 

200 
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(3) 

Manufacturing Overhead . ......... 600 

Storage and Handling Costs 600 

To assign portion of storage costs to production 

(4) 

Manufacturing Overhead 1 ,000 

Allowance for Depreciation 1 ,000 

To record portion of depreciation accrual for month ap- 
plicable to manufacturing 

( 5 ) 

Manufacturing Overhead 300 

Insurance 300 

To apply portion of insurance premium expired to manu- 
facturing 

(6) 

Manufacturing Overhead 800 

Administration Costs 800 

To apply portion of administration costs to production 

(7) 

Service Department X 3,000 

Manufacturing Overhead 3,000 

To segregate costs of department X 

( 8 ) 

Service Department Y 2,000 

Manufacturing Overhead 2,000 

To segregate costs of department Y 

(9) 

Production Account — A I 3,500 

Production Account — A II . 2,500 

Manufacturing Overhead 6,000 

To apply accumulated overhead to cost departments — 
product A 

(10) 

Production Account — ^BI. . ... . , . . . 3,200 

Production Account — B II ... . ... . . 4,000 

Manufacturing Overhead 7,200 

To apply overhead to cost departments — product B 

(11) 

Service Department Y . . . . 500 

Service Department X . . . . . . . . . . 500 

To assign portion of department X costs to department Y, 
to cover service rendered by X to Y 

(12) 

Production Account — A I . .... . . . . 300 

Production Account — All . . . . ... . , 600 

Production Account— 'B I . , . . . ... . . 700 

Production Account — ^B II . ... . . . . . 900 

Service Department X . ... . . . . . . 2,500 

To distribute balance of department X costs among pro- 
duction departments 
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Production Account— A I . . . 

Production Account — A II 

Production Account—B I 

Production Account — B II 

Service Department Y 

To spread cost of department Y over production accounts 


800 

500 

600 

600 

2,500 


Entries (1) to (6) evidently are for the purpose of completing the process of accu- 
mulating manufacturing overhead cost in one general account. In this connection 
it is assumed that storage and handling costs and administration charges have 
already been accumulated in special accounts, while in the case of depreciation and 
insurance the entries given are assumed to be elements of the original accruals. In 
entries (7) and (8) the costs representing the activities of the two service departments 
are segregated. Entries (9) and (10) cover the allocation of overhead costs which 
are applicable directly to production. The possibility that one service department 
may render service to another is illustrated by (11). Entries (12) and (13), finally,, 
represent the distribution of adjusted service costs to production accounts. The 
schedule of entries given is confined to the controlling accounts involved. 

After these entries are posted the general manufacturing overhead account stands 
as follows: 


MANUFACTURING OVERHEAD 



The service department cost accounts are also in balance and the four production 
accounts show debits covering overhead costs as follows: 


Production Account — A I . . . I 4,600 

Production Account — A II , . . 3,600 

Production Account — B I 4,500 

Production Account — B II .... 5,500 


S18,200 

These /‘production” accounts are essentially departmental summaries of work in 
process. As pointed out earlier, work in process may be controlled in the general 
ledger by one or several accounts, depending upon the circumstances. The produc- 
tion accounts, it must be remembered, include direct labor and materials as well as 
overhead costs. 

In this example the entire amount of overhead which is accumu- 
lated for the month is treated as applicable to the manufacturing 
operations of the month. In an enterprise subject to marked seasonal 
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fluctuations there is some justification for special adjustments by 
which a portion of the overhead accumulated in slack months of the 
budget year is held in suspense and assigned to the operations of the 
periods of high activity. Further, in periods of business depression, 
where overhead costs run high in view of the volume of output, a 
case can be made for the treatment of excess overhead charges as a 
loss rather than as a cost of manufacturing. One of the outstanding 
problenis of manufacturing operation is '‘idle capacity,'' whether due 
to general business movements or to internal xnaladjustment and in- 
efficiency, and much of the attention of the cost accountant is directed 
to the segregation and analysis of the costs attributable to this 
condition. 

Finished Goods and Cost of Sales. Under a system of cost account- 
ing in which the specific job or order is the central unit the regular 
procedure is to charge finished goods as soon as the particular job is 
completed. The general form of entries used is as follows: 


Finished Goods (also subsidiary account) ....... xxx 

Work in Process (also specific order) xxx 


This procedure involves the use of estimated burden rates, based on 
past experience and current budgets, in completing the cost sheets, 
coupled with adjustments at the end of the month w^hen the over- 
head as determined has been accumulated and distributed. Under 
other types of cost accounting, where the emphasis is laid on opera- 
tion, process, or class costs, the cost sheets or production accounts are 
usually closed into finished goods, to the extent of completed product, 
only at the close of the month, on the basis of the average unit costs. 

The balances shown at the end of the period by the cost sheets or 
production accounts, controlled by one or more accounts in the gen- 
eral ledger, represent the inventory of work in process, subject to any 
special adjustments authorized on the basis of the physical inventory 
and study of current prices. The importance of the periodic inven- 
tory of work in process varies from business to business. In con- 
struction work and in manufacturing heavy equipment the work in 
process at the close of a typical month is likely to be a large pool of 
cost, representing a considerable fund of working capital. Among 
converters, on the other hand, and in general w^here the process of 
production is short, it is often feasible to complete the bulk of the 
work in process at the close of the period, thus restricting the periodic 
inventory largely to raw materials and finished goods. 
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Where goods are produced to order and shipment regularly takes 
place as soon as the work on a particular job is completed the fin- 
ished goods account may be omitted and the costs in process charged 
directly to manufacturing cost of sales. Where finished goods are 
recognized as a distinct accounting element the cost of finished stock 
consigned to customers must be accumulated and regularly recorded 
by a charge to cost of sales and a credit to finished goods, thus: 


Manufacturing Cost of Sales xxx 

Finished Goods (also subsidiary accounts) xxx 


The necessary entries in the accounts proper may be recorded ship- 
ment by shipment or from day to day, or in terms of longer periods 
such as the week or month, depending upon the circumstances. 

In concerns which store finished goods in considerable amount and 
in which shipments are made primarily from stock warehouse fa- 
cilities must be provided adjacent to the shipping rooms and a 
scheme of stores control must be established. The routine of han- 
dling and storing finished goods is similar to that required for raw 
materials. Incoming goods must be systematically accounted for 
and stored, under an effective classification of subsidiary accounts, 
and all withdrawals for shipment should be controlled by a scheme 
of shipping orders and necessary subordinate records. Where fin- 
ished goods are withdrawn for use within the plant, or for further 
processing or assembly, a system of requisitions should be employed 
as in the case of withdrawals of raw materials from stores. 

Finished Goods and Cost of Sales Illustrated. To illustrate the gen- 
eral procedure more definitely assume that on June 50 the workdn- 
process accounts of the M Co., before recognition of costs of com- 
pleted work, stand as follows: . 

Product A Product B 

Direct Materials . . . ... . . . . $22,000 $16,000 

Direct Labor , , . ... . . . . . 15,000 11,000 

Manufacturing Overhead. . . . ... . 8,200 10,000 

$45,200 $37,00 0 ■ 

The cost analyses which has been prepared show that the total cost of 
product A completed during June is |43,000, and that the corre- 
sponding figure for product B is $36,000. The following general 
entries are necessary: 
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(1) 

, Finished Goods — A 

Work in Process — A 

. $43,000 

$43,000 

(2) 

Finished Goods — B 

Work in Process — • 

. 36,000 

36,000 

Assuming, further, that the cost of shipments made during June 
totals 144,000 for product A and |33,000 for B, the entries covering 
cost of sales, by main departments, are: 

(1) 

Manufacturing Cost of Sales — A 

Finished Goods — A 

. $44,000 

$44,000 

(2) 

Manufacturing Cost of Sales — B 

Finished Goods — B 

, 33,000 

33,000 


In this example the possible effect of inventories of work in process 
and finished goods on June 1 is ignored. 

Use of Standard Costs. With the development of budgetary proce- 
dure (that is, systematic planning and scheduling) in business opera- 
tion has come the use of systems of standard costs. A “standard'' cost 
is a judgment as to w^hat a particular element of cost should be (or 
may reasonably be expected to be) under a given or assumed set of 
operating conditions and volume of output. Under a thorough- 
going standard cost system the cost or production accounts are 
charged with the standard costs of labor, master ial, and overhead 
rather than with the actual costs accumulated, and the variations 
from standard, either favorable or unfavorable, are isolated in special 
accounts and are treated as income adjustments. The purpose of 
such procedure is to emphasize standards of performance all along 
the line and to focus attention on conditions deserving particular 
observation and study. In this connection a distinction is often 
drawn between “controllable" and “uncontrollable" variances. The 
significance of the variations disclosed, evidently, will depend pri- 
marily upon the validity of the standards adopted, and it is equally 
clear that the standards used in any given situation must undergo a 
continuous process of study and revision if they are to be genuinely 
helpful. 

The principal point to be made here is that the introduction of 
standard costs into the books of account gives rise to the use of spe- 
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cial types of supplementary accounts and necessitates adjustments of 
a highly technical character. The general character of such accounts 
and the entries involved can be indicated by a simple example. 
Assume that during the month of January the direct labor cost of the 
L Co. at the standard wage rates determined for the month and for 
the standard number of productive hours represented by the opera- 
tions of the month amounts to |50,000, and that the actual labor cost 
incurred during January totals $3,000 in excess of standard, the 
amount of $1,000 being due to the payment of wage rates in excess 
of standard rates and the balance representing the use of a greater 
number of working hours than called for by the standard. Under 
these conditions, and assuming the type of cost system in which stand- 
ard costs are substituted for actual costs in the main production ac- 
counts, the amount of only $50,000 would be charged to work in 
process on account of direct labor and the difference of $3,000 would 
be set up in supplementary accounts, “direct labor wage variance"' 
and “direct labor time variance," in the amounts of $1,000 and 
$2,000, respectively. These supplementary labor accounts would 
then be closed out as adjustments of operating results rather than as 
elements of cost of production. 

The charges to work in process for materials tvould likewise be 
based npon standard costs and the price and quantity variations 
from standard would be segregated and disposed of by special ad- 
justments as indicated. Similarly the difference betw’^een overhead 
costs for the months as accumulated and overhead at the standard 
rates would be determined (in terms of product completed if not at 
an earlier stage) and would be excluded from the flow of costs at the 
point of determination. It should be added that where 'standard 
overhead costs are predicated upon “normal" activity and output 
the variations of overhead accumulated from standard in abnormal 
months may with some justification be carried forward as adjust- 
ments of the operations of later months or of the year as a whole, a 
treatment similar to that often accorded to overhead in enterprises 
subject to more or less regular seasonal fluctuations. 

Inventories in Manufacturing. Most of the discussion of inventory 
procedure and valuation in the preceding chapter applies to manu- 
facturing enterprises as well as to trading concerns. For the manu- 
facturer, even more than the trader, cost is in general the sound 
basis of valuation. Manufacturing inventories, in the case of the 
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going concern, are essentially a pool of deferred charges rather than 
a fund of immediate purchasing or debt-paying power. This is par- 
ticularly true of work in process, where the cash value realizable 
without completion is often merely that of the junk or salvage level. 

As has been explained, the cost of work in process and finished 
goods on hand, like the cost of delivered sales, is based upon the 
accumulations of charges for materials, labor, etc. prepared by the 
cost accountant, and hence the degree of reasonableness and validity 
attaching to the inventory figures varies directly with the soundness 
of the entire process of cost procedure and allocation. 

Among the special problems associated with manufacturing inven- 
tories is the valuation of joint-cost products— products which are 
particularly prominent in such fields as meat packing and oil re- 
fining. The general rule that the common costs should be appor- 
tioned in terms of the relative market values of the various classes of 
goods is not unreasonable and can be readily applied in some situa- 
tions, In the meat industry the pricing of certain types of inven- 
tories at current selling price less estimated storing and marketing 
costs is a common practice, and is not seriously objectionable in this 
field in view of the narrow margin involved and the highly salable 
character of the merchandise. Incidental by-products are often 
priced at net selling value. 

Selling prices are sometimes employed in the valuation of finished 
goods as a starting point in the process of estimating costs. In cer- 
tain pharmaceutical lines, for example, the great variety of products 
turned out, the extent to which materials are intermingled in proc- 
essing, and the high percentage of indirect costs involved make it 
difficult to accumulate costs directly for each type of product repre- 
sented in the inventory. 

In the manufacturing field the rule of “cost or market, whichever 
is lower, “ acknowledged as a valuation basis by many concerns, is 
particularly unsatisfactory. By “market value'' in the case of work 
in process and finished goods is presumably meant the cost of manu- 
facturing the goods on hand in terms of the prices of materials, 
labor, and burden components prevailing as of the date of the inven- 
tory, and the process of estimating such costs with reasonable ac- 
curacy is difficult and time consuming. It need not be surprising, 
therefore, to find that the “conservative" rule is often employed in 
practice in a very crude fashion. 
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Inventory Turnover in Manufacturing. The computation of sig- 
nificant turnover ratios in manufacturing is not a simple matter^ 
particularly in view of the fact that inventories of work in process 
and finished product include varying elements of labor and burden 
costs. To find the turnover of materials throughout the inventory 
it is necessary to isolate the factor of materials in cost of sales and in 
the average inventory and divide the former figure by the latter. 
Material turnover from the standpoint of stores accounting, on the 
other hand, may be readily computed by dividing the amount re- 
quisitioned or put in process for the period by the average balance 
of stores. The relation of total factory cost of sales to the average of 
the entire inventory is of some interest but does not represent a clear- 
cut turnover of the component elements of materials, labor, and 
burden cost. 

Treatment of Distribution and Administration Costs. According to 
the traditional view the costs of operating a business enterprise, par- 
ticularly in the manufacturing field, fall into three main divisions, 
production costs, selling or distribution charges, and costs of general 
administration. Under the traditional view, further, it has been 
generally assumed that periodic apportionment of charges by means 
of the methods of cost accounting is feasible and is warranted only 
in the case of production costs, rather narrowly conceived; it has been 
assumed, in other words, that distribution and administrative 
charges are expenses as incurred and that internal analysis and trac- 
ing of such charges are not required. In recent years, however, there 
has been a tendency for business men and accountants to modify 
these positions in important respects. In the first place it is coming 
to be recognized that a classification of costs which divides all charges 
into two main pools, production and distribution, into which the 
costs of general administration can be absorbed upon proper analysis, 
is often more significant than the three-fold grouping. In the second 
place the importance of the application of the devices of functional 
analysis, budgeting, and standard costs in the control of distribution 
and administration charges, as well as production costs, has come to 
be widely acknowledged. Further, an occasional indication is found 
in business practice of a realization of the fact that there is nothing 
inherently unreasonable in an accumulation of elements of distribu- 
tion costs as a type of deferred charge or cost inventory to the extent 
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that the charges involved are clearly incurred on account of future 
sales rather than on account of current business. 

If an analysis of selling charges and costs of general management 
and operation along the lines indicated is reflected in the accounts 
the adjustments required are similar to those outlined above in the 
discussion of manufacturing overhead. Where such costs are first 
charged to accounts classified primarily by types of expenditure the 
assignment of charges to particular departments and functions is ac- 
complished by crediting the original accounts and charging the in- 
ternal cost accounts affected. The apportionment of departmental- 
ized administration between production and distribution accounts 
necessitates a second level of adjusting entries. Further, if elements 
of distribution cost are excluded from current expenses because of 
their applicability to future sales the use of special accounts to re- 
ceive the deferred charges is advisable. As in the case of overhead 
production costs all adjustments representing internal allocation of 
distribution and administration charges are made on the basis of cost 
analyses and compilations and for the most part the entries are re- 
corded in terms of monthly summaries. 

The cost classifications employed in dealing with distribution and 
administration charges naturally vary with the type of enterprise. 
Primary divisions under distribution include advertising and pro- 
motion, obtaining orders, packing and delivery, and handling ac- 
counts and collections—each of which is subject to considerable sub- 
division. Selling costs are likewise often compiled by products, 
territories, types of customers, and methods of selling and making 
delivery. Costs of selling, like manufacturing costs, may be either 
direct or indirect with respect to application to a particular cost 
function or unit, a fact which should be fully utilized in the cost 
compilations. Administration costs, prior to absorption in whole or 
in part by the cost accounts representing production and distribu- 
tion, are subject to internal classification primarily in terms of 
operating departments or functions and character of service rendered. 
Examples of broad activities around which such costs may be as- 
sembled are finance, personnel work, public relations, office man- 
agement, and accounting. 

Questions 

1, Outline the accounting for factory materials and supplies. Open skeleton 
accounts and post the illustrative entries given in the example on pages 513-514. 

2, Discuss the problem of pricing requisitions. 
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3. Illustrate the treatment of labor cost in manufacturing. How should payroll 
taxes be dealt with? 

4. What is meant by “overhead” cost? What are the principal bases for draw- 
ing the distinction between “overhead” and “direct” charges? 

5. What is meant by a “cost center” or department? What is the nature of a 
“service” department? Illustrate. 

6. Discuss the problem of applying overhead cost. Why should arbitrary alloca- 
tions be avoided? 

7. Open ail accounts named and post the entries given in the example on pages 
523-525. 

8. Discuss the pciiodic accounting for finished goods and cost of sales in manu- 
facturing. 

9. What is meant by a “standard” cost? What periodic adjustments are neces- 
sary where such costs are introduced into the accounts? 

10. Discuss the valuation of manufacturing inventories. What general rule is 
significant in the treatment of joint costs? Why is the “cost or market” rule espe- 
ciaEy unsatisfactory as an inventory device in manufacturing? 

1 1 . Illustrate the computation of materials turnover. 

12. Into what two pools of cost may all costs incurred be divided? Under what 
circumstances would it be proper to defer a selling cost? 
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Kinds of Plant. The term “plant” is used here to designate all 
types of structures and equipment employed in business operation. 
The principal classes of structures are: (1) buildings housing opera- 
tions— factories, stores, banks, etc.; (2) immovable containers— grain 
elevators, coal sheds, oil tanks, etc.; (3) structural facilities— wharves, 
dams, shafts, bridges, pavements, tunnels, etc. Equipment in the 
broad sense covers: (1) stationary machines and apparatus— presses, 
lathes, blowers, pumps, etc.; (2) movable machines and facilities— 
office calculators, agricultural implements, construction equipment, 
etc.; (3) carriers or “roiling stock”— motor trucks, railway cars, ships, 
etc.; (4) conductors or conveyors— oil lines, water mains, power 
lines, etc.; (5) furniture and furnishings— tables, desks, carpets, linen, 
etc.; (6) designing and reproducing facilities— patterns, molds, draiv- 
ings, book plates, dies, lasts, etc.; (7) hand tools— shears, pliers, ham- 
mers, wrenches, chisels, etc.; (8) movable containers capable of re- 
peated use— boxes, casks, bottles, bags, etc.; (9) animals— mules, horses, 
etc. used for dairying, racing, etc. This classification serves to sug- 
gest the wide range of plant assets found in business operation but is 
not exhaustive. Grading and ballast on a railway right-of-way, for 
example, represent an improvement rather than land and hence are 
a form of plant asset, although not very easily classified under any of 
the above headings. Such assets as rubber trees, orange groves, vine- 
yards, etc. are usually considered to be subject to depreciation, and 
may therefore be conceived as a form of plant, somewhat akin to 
animals. 

Cost of Plant. Plant cost includes all charges necessary to place the 
property acquired in a condition ready to function. Where a unit 
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of buildings or equipment is acquired by outright purchase the cost 
of the asset to be recognized is purchase price, less any discounts or 
allowances granted by the vendor, plus transportation and installa- 
tion charges. For example, the M Co. buys a factory machine from 
the R Co. at a gross invoice cost of 1 1,000, subject to a discount of 
5% if payment is made in ten days. Using the net-price procedure 
the initial transaction is recorded as follows: 


Factory Equipment (or other appropriate title) $950 

RGo ''$950 


The liability incurred for freight is $60 and the cost of delivering 
from the railway to M Co.’s factory is $5. The entries to include 
these additional charges in the cost of equipment are: 


Factory Equipment $65 

Railway Co $60 

Trucking Go. 5 


Assuming an installation cost in labor (furnished by the M Co.’s own 
employees) of $20, and in materials (taken from the Company’s own 
stores) of $5, the required entries are: 


Factory Equipment $25 

Payroll . . . $20 

Materials and Supplies 5 


The total cost of the asset under these conditions is evidently $1,040. 

Where assets are acquired by construction or fabrication— a com- 
mon situation in the railway and other utility fields— a more complex 
problem of cost accumulation is involved. The first step is the issu- 
ing of the necessary authorization or work order. As the work 
progresses the costs are accumulated in more or less detail in special- 
ized construction records in terms of particular jobs, and prior to 
completion the total of costs incurred is displayed as an asset in the 
position statement under “construction in progress” or some similar 
caption. When a job is finished and the new unit is placed in opera- 
tion the accumulated cost must be set up under the appropriate ac- 
count or accounts. Total cost should include all applicable engi- 
neering and general supervision charges, and other “overhead” items, 
but there should be no recognition of estimated “contractor’s profit” 
or similar hypothetical computations. Outlays incurred on account 
of claims for damages due to accidents or other conditions growing 
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out of building operations may be treated as cost unless the amount 
is unreasonable. Costs of clearing sites, as contemplated at time of 
purchase, are chargeable to land rather than plant. Depreciation of 
equipment used in hauling materials or in connection with other 
construction operations is a proper addition to cost. Construction 
accounts in process should be credited with all materials or equip- 
ment returned or recovered, with amounts realized through sur- 
render of insurance policies applicable to construction activity, and 
similar adjustments. It is usually considered expedient to treat 
minor revenues incidental to construction as a credit to gross cost. 

Where plant assets are acquired by donation or act of investment 
rather than purchase the estimated market value should be recog- 
nized in the accounts in lieu of cost. 

Used property acquired, like new assets, should be recorded at 
actual cost to the party buying the property. The practice of charg- 
ing plant account with cost to the predecessor, modified by an account 
showing accrued depreciation to date, is objectionable. The starting 
point for the buyer’s account is the cost he incurs, on a cash or equiva- 
lent basis, not cost to an earlier owner. Moreover, there is no such 
thing as accrued depreciation from the standpoint of the buyer’s 
records at the date of acquisition. 

Occasionally plant assets are acquired under a form of purchase 
contract which provides what amounts to interest on unpaid bal- 
ances in the total contract price. In such cases, if the amount of 
implicit interest is substantial, the preferred treatment is to exclude 
the calculated interest factor from the charge to the plant account. 

Subdivision of Plant Cost. Plant costs represent an important sec- 
tion of the resources of many enterprises, and the associated charges 
for depreciation and maintenance are often a substantial element in 
the periodic cost of operation. It follows that the accounting for 
plant should be systematic and reasonably detailed. As a rule plant 
records should show the cost of each main class of plant, each im- 
portant subgroup, and each major physical unit. Reclassification 
according to function or department is often desirable. In some 
cases, moreover, the analysis should be carried further than the indi- 
vidual building or machine, particularly where the component fac- 
tors of the unit have varying service lives. For example, the tires of 
a new motor truck may have a life of one year although the truck 
will last for four. Similarly the lining of a blast furnace, the cutter 
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of a machine tool, the paint job on a building, etc; may be replaced 
several times during the life of the principal unit involved. In all 
such situations subdivision of cost in terms of important elements 
subject to separate renewal will facilitate sound accounting for main- 
tenance and depreciation. 

Where a “basket purchase'' of assets occurs, as in the acquisition 
of an entire operating plant at a lump-sum price, the subdivision of 
the total cost for administrative and accounting purposes may be 
somewhat difficult. The most reasonable general procedure is the 
classification of total cost in proportion to the estimated values of 
the component items as shown by the inventory of property compiled 
in connection with the transaction. In classifying the cost of an ag- 
gregate of used property acquired care should be taken not to attach 
too large an amount to property that will be retired immediately or 
at an early date. In the case of units subject to immediate elimina- 
tion the cost thereof should approximate net salvage value; for units 
that will be used for a time before retirement the amount assignable 
should be net salvage plus a reasonable estimate of the value of the 
use contemplated. 

The detailed plant records are of course controlled by appropriate 
accounts in the general ledger. 

Maintenance Cost. As ordinarily defined maintenance charges in- 
inciude: (1) the regularly recurring costs of cleaning, adjusting, align- 
ing, sharpening, and other forms of servicing necessary to keep 
property in good operating condition; (2) costs of renewing struc- 
tural parts of plant units; (3) costs of major overhauling operations. 
The first class of charges represents day-to-day maintenance service 
required in handling ail kinds of machines and apparatus and also 
needed in some measure in the operation of buildings and other 
structures. This section of maintenance clearly is external to the 
plant accounts and in general is chargeable to current costs as in- 
curred. The cost of minor parts used in regular repair work may be 
included under this head. The second class of charges, the renewal 
of struetural parts, occurs more irregularly and may or may not be 
considered to affect the recorded cost of property. If plant is rigidly 
defined in terms of such units as the distinct truck, machine, or 
building the renew^al of tires, gears, and roof represents repairs rather 
than adjustments of plant (although this need not preclude the 
adoption of some system of spreading the cost of repairs). If, on the 
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Other hand, the cost of property is conceived in terms of structural 
elements subject to separate replacement this section of maintenance 
cost, like the cost of major units, should be passed through the asset 
accounts. In practice a compromise policy is usually adopted, al- 
though the trend is in the direction of a more careful accounting for 
part replacements. In major repair and overhauling operations ad- 
justment of plant accounts is very likely to be justified, as replace- 
ment of important structural elements is usually involved. 

To illustrate the ideal treatment of renewal maintenance assume 
that the M Co. erects a building at a total cost of $15,000, of which 
the amount of $500 represents the bill for exterior painting. The 
cost of painting is segregated in the subsidiary plant records and is 
depreciated at an annual rate of 25% of cost. Four years later the 
structure is completely repainted, the cost of the work being $600. 
The proper entries to record the paint renewal under these condi- 
tions are as follows: 


( 1 ) 

Allowance for Depreciation $500 

Building (and subsidiary account) $500 

To recognize elimination of cost of original paint job 

( 2 ) 

Building (and subsidiary account) 600 

Gash (or equivalent) 600 

To record cost of new paint job 


(In practice it would be unlikely that the actual service life of the 
paint job would be precisely equal to the estimated life.) By this 
treatment the cost of the original painting is spread over the period 
of use and the cost of the second painting is set up as an asset, to be 
allocated to future years. 

The original costs of component elements are not always readily 
determined, even where the plant record is carefully kept. A motor 
truck, for example, is purchased for a lump-sum figure, and the in- 
voice may give no indication of the amount applicable to tires and 
other parts subject to separate renewal. It is usually feasible, how- 
ever, to make satisfactory estimates based on the price lists for parts 
or other available data. In making such estimates care must be 
taken to make allowance for the fact that the retail values of separate 
repair parts are often considerably higher than the costs of such parts 
embodied in the price of an entire plant unit. The relatively high cost 
of separate parts means that maintenance renewals tend to raise the 
level of total plant cost and subsequent operating charges. 
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Even where a!i replacements of major parts are treated as plant 
adjustments, maintenance cost often fluctuates sharply from month 
to month, with little regard to the volume of business. In some 
situations, in fact, repairs are heavier during dull seasons, the slack- 
ening of business making it feasible to devote more attention to up- 
keep. This condition is sometimes dealt with in monthly statements 
by spreading the yearly maintenance in terms of budget estimates. 

Additions and Improvements. An addition may be defined either 
as the acquisition of a new unit of plant or as an extension of an 
existing facility without serious reconstruction or alteration of such 
facility. Thus a new building is clearly an addition to property and 
a new wing or section likewise may be viewed as an addition. The 
term is particularly applicable to extensions of water mains, power 
lines, and similar types of property. 

Additions made wuthout disturbing the status of existing units of 
plant are accounted for in the same manner as original acquisitions, 
and present no special problems of classification and valuation. 
Where, however, the process of making the addition brings about a 
considerable change in plant units already in use care must be taken 
to avoid capitalizing removal costs and retaining values represented 
by elements eliminated or superseded. 

Where an addition is intimately related to a main unit which is 
subject to retirement as a whole the service life of the addition is 
presumably limited to the remaining life of such unit. 

An improvement may be defined technically as any alteration or 
structural change in a unit of plant property which results in greater 
durability or increased productivity or efficiency. The substitution 
of slate or copper roofing for wood shingles, the installation of 
heavier grates in a boiler, and the waterproofing of a wall are ex- 
amples. The replacement of an entire unit with a more up-to-date 
and adequate type of asset is likewise often referred to as an improve- 
ment. Thus defined an improvement may or may not result in an 
increase in recorded plant cost. However, it is the essential function 
of the accounts to show costs in terms of dollars without regard to 
changes in efficiency and other technical conditions. If a particular 
unit or factor is replaced precisely in kind but at a higher cost the 
investment in plant has increased and the accounts should reflect 
this condition; if the cost of the replacing element is less than that of 
its predecessor the proper entries will result in a decrease in the cost 
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of plant. Similarly if a technical improvement is made the net effect 
upon the plant account is determined by a comparison of the cost 
incurred with the book value of the part or unit superseded, if any. 

Where detailed records of original construction are available the 
cost of roofing, masonry, piping, etc. removed or superseded in con- 
nection with improvements to buildings can usually be determined 
from such records. In the absence of adequate construction data the 
current costs of similar work, adjusted to allow for changes in prices 
since erection or purchase, may afford an adequate basis for estimates. 
If book values are based upon appraisals supported by detailed ‘In- 
ventories'’ or cost compilations the amounts to be eliminated can be 
ascertained from such supporting data. Deductions arising in con- 
nection with improvements to purchased equipment are often esti- 
mated on the basis of detailed analyses of cost secured from the ven- 
dor. As in the case of additions, charges incurred in eliminating 
old work should be excluded from the debit to plant account. 

Reconstruction and Rehabilitation. Major programs of rebuilding 
and alteration, like replacement of parts and specific improvements, 
should be dealt with in such manner that the resulting plant account 
fairly reflects the cost of the property in its revised form. Where the 
reconstruction of a major unit or section is very complete it is ad- 
visable to view the transaction substantially as a full replacement. 
Under this approach the book value of the old unit or units is closed 
out, an allowance is made for elements to be incorporated in the re- 
built structure, and the appropriate plant accounts are charged with 
the cost of the new work plus the allowance. Where the job is con- 
fined to extensive alterations, falling short of rebuilding, the empha- 
sis is placed on the calculation of superseded parts and elements and 
the isolation of the costs subject to capitalization, and the recorded 
values are in large measure retained. Especial care must be taken in 
handling reconstruction jobs to avoid overstatement. Removal costs 
are often a substantial amount, and should not be confused with 
capital charges. If the costs incurred in construction are abnormally 
high due to the special operating conditions under which rebuilding 
must be undertaken, it may not be reasonable to charge the entire 
outlay to plant account. In rebuilding a street railway line, for ex- 
ample, it may be necessary to construct a stretch of temporary track 
in order to handle traffic while the work is being done, and no part 
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of the cost of such track, it is usually held, is assignable to the final 
result. The fair cost value of the converted property as a whole must 
not be lost sight of. The rebuilt unit or units of plant may not repre- 
sent the ideal layout from an operating standpoint, although suf- 
ficiently satisfactory to justify the expenditure. Certainly the maxi- 
mum value which can be attached to a revamped building or as- 
sembly of equipment is the cost new of similar assets particularly 
suited to the needs of the business. 

Special costs of remodeling and rearranging should in some cases 
be given a service life much shorter than that of the main unit in- 
volved. In the case of a rented building, for example, alteration 
costs may be incurred in adapting the structure to the needs of suc- 
cessive tenants, and if all such charges are capitalized in terms of the 
expected life of the property as a whole the result will be an increas- 
ing overstatement of building cost. The proper treatment is to 
charge the cost of each set of alterations to a subsidiary building ac- 
count which is subject to amortization during the lease of the tenant 
for whose benefit the charge was incurred. 

The cost of restoring or improving buildings or equipment ac- 
quired in a run-down condition is sometimes referred to as ‘'rehabili- 
tation.’' In general such cost is subject to capitalization as a clear-cut 
element of plant investment in all cases in which the condition of the 
property was known at time of purchase (and hence was presumably 
reflected in the price paid) and the work of restoration is undertaken, 
as contemplated, soon after acquisition. Costs of removing and de- 
molishing old structures under these circumstances should also be 
charged to asset accotints, with adjustment for salvage recovered. 
Care must be taken to distinguish genuine rehabilitation charges 
from ordinary maintenance costs w^hich may be incurred at about the 
same time, and in dealing with large aggregates of property it is not 
always easy to tiraw the line. In some cases it may be necessary to 
approximate the amount of expenditures deserving capitalization by 
comparing the total of maintenance and restoration costs incurred 
with the estimated normal upkeep. 

The concept of rehabilitation should not be extended to cover costs 
of overhauling and rebuilding made long after acquisition, and 
brought about by unforeseen conditions. Where, however, a prop- 
erty is purchased in a seriously depreciated and impaired condition 
expenditures for rehabilitation may be spread over a number of 
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years. In considering the effect of a particular restoration cost the 
question to be asked is: does this expenditure restore the property to 
a higher level of condition and value than obtained at the date of 
purchase? If an affirmative answer is justified the outlay is subject 
to capitalization, at least in part. 

Replacements. A replacement in the usual sense occurs when one 
or more distinct plant units are acquired to take the place of one or 
more old units which are being completely retired from service. The 
new property may be of precisely the same type and capacity for 
service as that supei'seded, but more often it is not identical with the 
old either in physical character or productivity. This means that 
either an improvement or a curtailment of plant may be involved in 
a replacement. Even in the event of a replacement strictly in kind, 
moreover, the cost of the new unit is not likely to be the same as that 
of the old. 

As in the case of other kinds of plant adjustments a proper account- 
ing for replacements is facilitated if systematic and detailed records 
of plant cost have been maintained. It is essential, further, that in 
analyzing the data of a replacement the accountant recognize that 
two distinct and equally important steps or transactions are involved: 
(1) the elimination of the old unit; (2) the acquisition of the new. 
A replacement, in other words, is a combination of a retirement and 
an addition and should be accounted for accordingly. This point 
may be emphasized in terms of a simple example. The M Co. ac- 
quires a unit of equipment as of January 1, 1940, at a cost of S4,000, 
including all assignable transportation and installation charges. 
During the next ten years renewals of major parts and other adjust- 
ments result in increasing the total net cost of the unit to the amount 
of |4,300. On December 31, 1949, the applicable accrued deprecia- 
tion totals $3,900. At this point the unit is replaced by new equip- 
ment of similar type at a total cost, installed, of $5,000. Cost of re- 
moving and dismantling totals $100; parts are recovered and placed 
in stores with an estimated value of $175; cash is received for junk, 
$50. The appropriate entries for the general ledger are: 


( 1 ) 

Equipment — Allowance for Depreciation $3 900 

Retirement Suspense 400 

Equipment — Cost 


To close cost and applicable depreciation of unit retired, 
the difference being charged to a temporary clearing 
account 


14,300 
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( 2 ) 

Retirement Suspense , lOO 

Cash (or equivalent) . Iqq 

To record cost of removing and dismantling 

(3) 

Gash 50 

Materials and Supplies 175 

Retirement Suspense . 225 

To record cash received for junk and estimated value of 
parts recovered 

W 

Retirement Loss 275 

Retirement Suspense 275 

To close balance of suspense account to special loss account 


(5) 

Equipment — Cost . . . 5,000 

Gash (or equivalent) 

To record net invoice cost of new equipment and other 
applicable charges 


5,000 


T he use of the special clearing account serves no purpose other than 
that of facilitating a step-by-step recording. 

Treating a replacement as a single transaction by charging the cost 
of the new unit and other charges incurred to the allowance for ac- 
crued depreciation is seriously objectionable, even in the case of re- 
placement in kind. Such treatment ignores the difference between 
the cost of the new unit and that of the property retired, often a sub- 
stantial amount, with resulting misstatement of both cost and ac- 
crued depreciation. It also leads to careless handling of removal 
charges and salvage. The only sound procedure is that which recog- 
nizes the retirement involved as a distinct transaction, to be recorded 
without regard to the cost of the succeeding property. Under this 
procedure ail plant costs incurred are passed through the asset ac- 
counts in a systematic manner, and the cost of the property in service 
or available can be readily determined at all times. On the clerical 
side, moreover, the separation of the two phases of a replacement is 
desirable. Removal of the old unit and installation of the new may 
not occur simultaneously. The new unit may be purchased and 
actually placed in service, or in readiness to serve, before the property 
marked for retirement is disconnected and thrown out of use, and the 
underlying vouchers and other papers originating in connection with 
the purchase are likely to be quite distinct from the authorization to 
retire and records of disposition. 

In the case of continuous structures such as railway track, power 
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lines, water mains, etc., where replacement largely takes the form of 
piecemeal renewal and rebuilding, tracing the cost of plant in and 
out requires the development of special methods of analysis and 
procedure. 

Exchanges of Plant. While barter in fixed assets is not a dominant 
practice in most market areas exchanges of plant property are not 
uncommon. In such transactions the cost of the assets acquired is 
measured by the fair market value of the assets given in exchange 
plus the amount of cash paid if any. A type of case along this line 
that is often improperly handled is that in which used equipment is 
‘'turned in'' to the vendor in connection with the purchase of new 
equipment. In these exchanges the nominal price as shown by the 
agreement or invoice is often not dependable as an evidence of the 
true cost, on a cash or equivalent basis, of the property being ac- 
quired. 

Assume, for example, that the M Co. trades to the Auto Co. a 
delivery truck which cost |2,000 and on which depreciation of 1 1,000 
has been accrued to date of disposition, for a new truck with a list 
selling price of |2,500, paying |1,400 cash, “to boot." Assume, fur- 
ther, that the actual cash value of the old truck, as determined by an 
established market for secondhand units, is only |900. In this case 
it is the value of the old truck, 5900, rather than its net book value, 
1 1,000, or the apparent allowance by the dealer, $1,100, which is the 
sound basis to be employed in setting up the cost of the new truck. 
When the transaction is completed, accordingly, the proper entries 
boil down to the following: 


( 1 ) 

Auto Go, . . ... .1 900 

Retirement Loss ............ 100 

Delivery Equipment — Allowance for Depreciation . . . 1,000 

Delivery Equipment — Cost . 12,000 

To record elimination of old unit and delivery to dealer 

Delivery Equipment — Cost ..... . . . . 2,300 

Auto Go , ... . . . . 900 

Bank ... .* . . . 1,400 


To record acquisition of new unit and payment of balance due 

For income-tax purposes the Bureau of Internal Revenue has 
adopted the rule that neither income nor loss is recognizable upon 
the occasion of such exchanges, and that the tax-base “cost” of the 
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new property acquired is the sum of the depreciated book value of 
the retired asset plus the amount of cash paid or liability incurred. 
This fused-traiisaction procedure is highly objectionable in that it 
represents a definite violation of the principle that the accounts 
should show the actual cash or equivalent cost of existing assets, and 
permits retirement losses and gains to be submerged in the plant 
accounts for an indefinite period. 

Retirements. The term “retirement” is sometimes restricted to the 
elimination of one or more units of plant from service, without 
accompanying replacement, although a broader usage is not inap- 
propriate. An asset may be retired as a result of ordinary wear and 
tear which has progressed to a point which makes it unsafe or un- 
economical to retain it longer in service Retirement may be pre- 
mature because of accidents, obsolescence, and other special 
conditions. Whatever the cause or occasion for the retirement the 
accounting required should follow the same pattern. The cost or 
other book value of the property in question should be closed out, 
the depreciation allowance charged for the amount of applicable 
accrued depreciation, and removal cost and salvage value appropri- 
ately accounted for. 

That a retirement may be recognized without the wrecking or 
junking of an asset, or other form of physical disposition, needs to be 
emphasized, as a common weakness in property accounting arises 
at this point. If a unit of property has ceased to function, and 
restoration to use is very unlikely even though possible, the unit is a 
bad asset and like a bad debt should be written off. It is not even 
necessary that it be moved or in any way disturbed physically. It 
often happens, when space is not at a premium, that structures and 
equipment are left standing for years, with no serious prospect of 
ever being used again, to avoid the trouble and expense of dis- 
mantling and removing, but this does not mean that they should 
remain in the plant account as “live” assets. The fact that no work 
order to remove or demolish has been issued does not justify— al- 
though it may explain—failure to record retirement. Periodic inven- 
tory or inspection should be a regular feature of plant procedure, 
and one result of such inspection should be the issue of instructions 
to eliminate from the accounts all elements of plant which have 
permanently ceased to functiom Even if the property in question is 
fully depreciated, and hence has no net book value, it is not good 
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accounting to permit the cost and accrued depreciation applicable to 
remain on the books. Failure to retire results in an overstated plant 
cost, and may lead to errors in subsequent depreciation calculations. 

This does not mean that assets temporarily out of use, or assets 
held as necessary stand-by or emergency facilities, should be written 
off. 

Where an asset permanently out of use has a substantial net salvage 
value the retirement entries should recognize this value. One 
method consists of writing the plant down to the estimated recov* 
erable amount, without change in classification. A better procedure 
is to charge a special account with the salvage value of property 
implicitly retired from both active and stand-by service. If there is 
a net recoverable value, it may be added, it is poor management to 
postpone actual disposition for any considerable time. 

Treatment of Retirement Losses. The treatment of unusual retire- 
ment losses has been long debated, particularly in connection with 
utility regulation. It is generally agreed that minor book losses 
incidental to ordinary retirements should be absorbed currently as 
expenses or losses. Persistent support is found in some quarters, 
however, for the view that the undepreciated book values of plant 
units prematurely retired as a result of obsolescence and other special 
factors should be segregated as deferred charges, or should be capi- 
talized as part of the cost of the superseding property. Notwith- 
standing its plausibility under some conditions this position is not 
sound. Reluctance to recognize losses on the part of those respon- 
sible for earning power is understandable, but does not afford a 
proper basis for accounting. It is unfortunate if expiring asset values 
have not been covered by accruals through the period of use, but the 
matter is not remedied by overstating expenses and understating the 
earnings of subsequent periods. The typical concern, moreover, is in 
no position to take action which will assure recovery of losses. The 
management is forced to face the competition of newcomers in the , 
field who are able to use the latest methods without undergoing the 
losses incident to their development, and is doing nothing but con- 
fusing itself by loading unabsorbed plant costs, derived from facilities 
no longer in use, into its future operating charges. The possibility 
of loss through technical change is of course one of the factors which 
justifies the prospect of earnings, but if the particular producer fails 
to recover his investment in a particular generation of assets together 
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with a profit, he obtains no special leverage on the future which will 
assure him of recouping either capital or lost profit. 

In some of the utility classifications a special account is provided 
to which book losses arising from premature retirements may be 
charged under prescribed conditions, such losses then being spread 
over the expenses of succeeding years as directed by the regulating 
commission. This treatment has no justification from the stand- 
point of competitive price making but may have some merit in 
particular cases as a matter of regulatory expediency. 

Restoration of Cost. More or less substantial additions are some- 
times charged to maintenance, or omitted from plant account by 
some other procedure, either through error or deliberate policy, but 
this is not good accounting. Moreover, where such conditions come 
to light the supervising accountant or auditor should require the 
recognition of the suppressed asset costs by means of appropriate 
adjusting entries. Similarly if plant costs have been absorbed too 
rapidly, through depreciation accruals or otherwise, there should be 
a restoration of cost in appropriate amount as soon as the condition 
of over-absorption becomes evident. Restoration is justified what- 
ever the cause of the premature write-do wn—sheer error, bad judg- 
ment, or careful treatment proved unsatisfactory by subsequent 
events. Important examples of the need for restoration of cost have 
arisen in recent years in the case of war facilities fully amortized 
under special income-tax rules which were found to have substantial 
value in postwar production. 

It is sometimes argued that where property has been fully depre- 
ciated in good faith it is improper to adjust the depreciation allow- 
ance, and thus restore a portion of the cost, on the ground that no 
element of cost can be passed into expenses a second time. This 
argument has little force in view of the basic objective of accounting: 
to furnish owners and other interested parties with significant eco- 
nomic data. Sound administration of assets, useful departmental 
cost accounting, and correct reporting of net income require that all 
assets in use, and all resulting costs of operation, be recognized in any 
given year. In other words, the accountant should undertake to 
prepare the income statement and position statement for each year 
in such manner as to reflect as accurately as possible the prevailing 
lacts, and should resist the policy of offsetting past mistakes by means 
of errors in the opposite direction in subsequent statements. 
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Valuation of Plant. Appraisals of plant assets are undertaken in 
connection with purchase and sale, financing, rate regulation, taxa* 
tion, insurance adjustments, and other special circumstances. In 
the face of a marked change in the price level, moreover, there is 
always a desire on the part of business managements for revaluation 
of plant property, particularly for the purpose of effecting an adjust- 
ment of periodic depreciation charges. 

For the going concern (where liquidation or salvage values are 
obviously not appropriate) the basis of valuation usually emphasized 
by the appraiser is cost of replacement, modified by an estimate of 
accrued depreciation. On the whole this line of emphasis appears 
to be justified; assuming that revision of recorded data is needed cost 
of replacement is generally the most useful substitute for historical 
cost. It should be recognized, however, that cost of replacement is 
most significant in the case of standard plant units which will pre- 
sumably be replaced upon retirement substantially in kind. Where 
the property being valued is of an obsolete type, or where business 
or technical conditions are such that the property will not be re- 
placed in any form, the application of cost of replacement may result 
in unreasonable conclusions— a point not always given sufficient at- 
tention by the professional appraiser. For such cases valuation 
should be based on a consideration of remaining usefulness and net 
salvage, if any. 

There are two main procedures by which replacement costs may 
be introduced into the accounts and statements. Under one treat- 
ment the results of the appraisal are viewed as supplementary data 
and care is taken to record them in such manner as to avoid obscuring 
the cost figures. The gross amount of the adjustment from cost t® 
replacement cost is shown in a distinct account, clearly labeled, and 
the adjustment of accrued depreciation made necessary by the shift 
in the basis of valuation is segregated under a special head. Simi- 
larly the effect of the asset revision on the proprietary equity is ex- 
cluded from the ordinary capital and earnings accounts. Then as 
subsequent revenue charges are increased (or decreased) as a result 
of basing depreciation on replacement cost a corresponding portion 
of the equity adjustment is transferred to the income statement as 
absorbed appreciation (or declination). The effect of this is to base 
depreciation charges on replacement cost and at the same time to 
maintain the account with retained earnings on a strict cost basis. 

The alternative procedure is essentially the application of the 
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concept of the *'fresh start” or quasireorganization. Under this treat- 
ment the results of the valuation are accepted as the basic figures for 
subsequent accounting and the necessary adjustment of the pro- 
prietary equity is treated as a restatement of recorded capital. As 
under the first procedure depreciation charges are based on appraisal 
values, but there is no recognition of an offsetting adjustment in the 
income statement. The effect is to report net income and earnings 
accumulation from the date of the revaluation strictly on a revalua- 
tion basis. 

Plant Control and Audit. Maintenance, replacement, and exten- 
sion of plant should be controlled through periodic budgets. A 
sound program of activity in connection with plant requires co- 
ordinated planning by production, selling, and financial officers, 
with attention to long-run as well as immediate needs. In making 
decisions as to specific changes consideration should be given to con- 
dition and possible use of existing assets, interruption of production, 
competitive conditions, and other pertinent factors. As in the case 
of other budgets the program with respect to plant should be subject 
to prompt revision as changing circumstances warrant, although it is 
of course difficult in the case of extensive construction projects to 
make major adjustments overnight. 

Where the enterprise using the assets does ail or some of its own 
maintenance and construction work special forms and procedures 
must be developed to deal with these activities. Removal costs must 
be segregated; credits to asset accounts to cover elements removed or 
superseded should be carefully determined. Plans and specifica- 
tions, details of work done, and reports of materials salvaged, are 
basic types of records in this connection. The booking of retirements 
should be based upon retirement orders issued by a responsible em- 
ployee or official. Systematic inspection each accounting period is 
necessary to insure prompt recognition of all retirements, including 
those not currently represented by physical disposition. 

The task of analyzing plant account, now a recognized part of the 
function of the public auditor, is especially difficult where cost is 
largely represented by lump-sum entries, with little or no supporting 
detail, which have arisen on the occasion of organization or reorgani- 
zation. About all the auditor can do in such circumstances is to call 
attention to the situation and recommend a complete inventory and 
establishment of adequate classified plant records. 
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In the periodic audit of plant the data of additions and retire- 
ments should be reviewed, and tests made to check soundness of 
procedures followed. In analyzing additions special attention should 
be paid to discounts, transportation costs, and installation charges. 
With respect to retirements care should be taken to see that depre- 
ciation allowance has been properly adjusted and that salvage and 
removal costs have been appropriately determined and accounted 
for. Maintenance accounting should be reviewed, and adjustments 
made where charges have been improperly classified. Abandon- 
ments, fire losses, and other special situations should be investigated. 
Assets not in use but not retired should be segregated, and the net 
book value of such property should be adequately scaled down. De- 
preciation policy should be reviewed and if total depreciation accrued 
to date is clearly deficient or excessive a reasonable adjustment should 
be insisted upon. 

Occasionally title to certain assets is not clear, and the auditor 
should be alert to this possibility. 

Questions 

1 . Classify equipment assets under nine heads and give examples of each. 

2. In recording plant cost how should the following be dealt with: transporta- 
tion, costs of installation and tuning up, cost of clearing a building site, purchase 
discounts, implicit interest on a purchase contract, estimated contractor’s profit in 
case of property constructed by owner? 

3. A store building is purchased by M Co. from R at a cost of $25,000. On 
R’s books the cost of the building appears at $35,000 and the total accrued depre- 
ciation stands at $11,000. How should M Co. record this acquisition? 

4. Where assets are acquired through the process of investment or without cost 
how should they be treated in the accounts? 

5. What are the principal bases for classifying plant cost? Illustrate. How 
should the cost of a “basket purchase’’ be classified? 

6. What are the three classes of maintenance cost? With illustrative entries 
discuss the accounting for each class. 

7. How should plant additions be accounted for? Plant improvements? 

8. What is the objection, from an accounting standpoint, to insistence on a 
definition of improvements in terms of physical condition and technical efficiency? 

9. Outline the problem of accounting for a reconstruction job. How should 
alterations made to suit the needs of a particular tenant be dealt with? 

10. Define “rehabilitation” and discuss the accounting for rehabilitation costs. 

1 1 . With an illustration show precisely how a replacement should be accounted 

1 2. M Co. owns a typewriter with a net book value of $45. It trades this machine, 
and $75 cash, to R for a new typewriter with a list price of $100. On the second- 
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hand market M Co. could have sold the old machine for ST8.,o». o- 

M Co. books. cash. Give entries on 

13. P^sical removal necessary to retirement fmm art ^ 

Explain. accounting standpoint? 

14. “l^usual retirement losses may be capitalized as deferred char=.« 

tions.’* Do you agree? ucicrrea cnarges to opera- 

15. M Co. owns a plant which was constructed at a cost of $2 000 non t r 

ture war products and has been fully depreciated for *2,000,000 to manufac- 

i.“o”oo,o“ to 

i. i s ,s; £",S'toS?h'”’ “"t"" 
n “57“”? ” °®“ 

the accounts. appraisal are introduced into 

18. Outline a program of control and audit of plant assets. 
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Depreciation— Definition and Causes. ^'Depreciation'* has come to 
be used particularly to designate the expiration of the cost or value 
of buildings and equipment in the course of business operation. 
The term is not ordinarily applied to the exhaustion of wasting re* 
sources such as mineral deposits, timber, etc., or to decline in land 
values. Many accountants also prefer to avoid referring to the 
amortization of intangibles, development costs, and leaseholds and 
other prepayments as depreciation, although the broader usage has 
been generally adopted in connection with income-tax administra- 
tion. Merchandise and materials are subject to deterioration and loss 
in value due to other causes during the period of holding, but it is 
generally agreed that this phenomenon should be viewed as an inven- 
tory problem rather than as depreciation. 

The limited service life of particular units and elements of plant 
is due to two main classes of factors or conditions. Plant assets, in 
the first place, are subject to "wear and tear" from actual operation, 
extraordinary damage due to improper handling or casualty, and 
the deterioration that comes with the lapse of time. These are so- 
called "physical" or "internal" causes. The second class of limiting 
factors includes obsolescence induced by technical developments, loss 
of demand for product, governmental requirements, and ail other 
non-physical conditions or circumstances which affect service life. 
These are the "functional" or "external" causes. As a basis for jus- 
tifying systematic accrual of depreciation the physical causes are 
usually emphasized. Virtually all classes of plant assets undergo 
unfavorable physical changes with use and advancing age and such 
changes are in some measure observable and predictable. On the 
other hand there is little doubt that under modern business condi- 
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tions ordinary wear is less potent in most cases in bringing about the 
decision to retire than obsolescence and other externa! factors. Build- 
ings and other structures are often eliminated long before deteriora- 
tion has advanced to a serious point, and early retirement of 
specialized equipment as a result of changing technical and business 
conditions is likewise a commonplace. 

Impairment of physical character results from friction, vibration, 
strain, chemical reaction, weathering, and other factors associated 
with the utilization of plant assets. Intensity of use, care in handling, 
and standard of maintenance have a bearing. For many kinds of 
equipment deterioration is greatly accelerated by careless operation 
and failure to make repairs. Physical damage also may result from 
various kinds of operating accidents, and from storms, floods, earth- 
quakes, etc. The effect of minor accidents, more or less unavoidable 
in the handling of large numbers of plant assets, is closely allied to 
that of ordinary wear. Wherever financially practicable the risk of 
loss due to major casualties should be minimized or eliminated 
through the use of insurance. 

“Obsolescence’’ in the narrow sense represents the effect upon 
plant assets in use of inventions and technical developments; the 
term is also used more broadly to embrace the influence of the entire 
range of changing business conditions. A distinction is sometimes 
drawn between the obsolescence resulting from the “normal” progress 
in the industry and that due to unusual and revolutionary changes 
in technique. By “inadequacy” is usually meant the impairment of 
the effective usefulness of particular plant assets as a result of changes 
in the character and volume of business, relocation, and other cir- 
cumstances closely associated with the progress of the particular 
enterprises. “Supersession” is another term sometimes employed in 
this connection. 

Cessation of demand for product naturally has a decided effect 
upon the economic significance of plant assets, especially those which 
cannot readily be adapted to new uses. Thus a specialized machine 
for making a particular kind of ammunition comes to the end of its 
service life if the market for the product collapses, even if the ma- 
chine is in first-class condition and represents the very latest and most 
efficient device for the purpose. In some cases the fact that the use of 
particular units of plant is limited can be recognized at the outset. 
Machines may be installed, for example, to take care of a particular 
contract or Job, such as the building of a • 



554 


ESSENTIALS OF ACCOUNTING 


that retirement will occur when the project is conipieted. Other 
examples are found in the special equipment required in producing 
a particular type of style goods, for which the demand will presum- 
ably be of short duration, and assets such as book plates and picture 
films (in the typical case). 

Estimating Service Life. The first step in preparing estimates of 
service life for a particular unit or group of like units is to consider 
the effect of ordinary operating conditions, without regard to the ex- 
ternal factors. An important question in this connection is probable 
intensity of use. In general high speed and continuous operation 
result in a shorter service life for machines than low speed and inter- 
mittent use. In the case of ordinary buildings, on the other hand, 
continuous occupancy as compared with, say, ten-hour use may have 
a negligible influence on total service life. A related and even more 
important consideration is the anticipated standard of upkeep. It 
is a commonplace that careful handling and liberal maintenance 
tend to prolong service life materially. The highest possible standard 
of servicing and repairing, however, is presumably not the one which 
should be adopted. The proper level of maintenance activity is that 
which is most reasonable and economical in view of the cost of the 
property, the cost of upkeep, the cost of replacement, the physical 
conditions under which operations are conducted, and other per- 
tinent data. 

The second main step consists of an adjustment of the preliminary 
estimate to allow for the effect of obsolescence, falling off of business, 
and other possible causes of reduced life which are external to phy- 
sical condition and operating standards, and which it is not feasible 
to take care of by insurance. Here there is little opportunity for 
precise calculations; reasonable estimating, in the light of past ex- 
perience and scrutiny of current developments, is all that can be 
hoped for. In general the very uncertainty justifies a conservative 
position. A rough-and-ready method followed by some industrial 
concerns is to set effective service life at about half the term which 
might be expected if it were only necessary to consider physical char- 
acter and. internal operating conditions. 

Even if no specific evidence of obsolescence of the particular unit 
in use is in sight the contingency should not be neglected in estimat- 
ing service life. The object is to set a reasonable period in which to 
absorb the cost of a unit of plant, and where past experience in the 
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field shows that the majority of units have been retired long before 
the expiration of physical life it is folly to assume that existing prop- 
erty is immune to technical change and other special developments. 
This need not be interpreted as a recommendation that obsolescence 
which has in no way materialized should be “accrued.’" Deprecia- 
tion accounting should be conceived not as a means of accruing the 
effect of this or that factor but as an apportionment of cost over the 
useful life which, under ail the circumstances, may reasonably be 
anticipated. 

Depreciation and Maintenance. The close relation between main- 
tenance and depreciation deserves emphasis. Aside from such 
charges as insurance and taxes there are two main components in the 
total cost of operating a unit of plant, (1) the cost of acquiring the 
unit and (2) the cost of keeping it in operating condition. The cost 
of acquisition is incurred in a lump at the beginning of service life; 
maintenance charges are incurred throughout the period of use, 
more or less ixTegularly. Where maintenance costs fluctuate consid- 
erably between years, and particularly where such costs tend to 
increase as the property grows older, it has sometimes been suggested 
that the estimated total maintenance should be spread in a systematic 
manner, in combination with depreciation, throughout service life. 
The main objection to this suggestion is that it requires the use of 
an additional estimate in connection with a computation already 
made difficult by the uncertainty of service life. 

As indicated in the preceding chapter if structural parts subject to 
separate renewal are viewed as depreciable units, wnth their own 
estimated service lives, a considerable part of the cost generally re- 
ferred to as maintenance may be treated as depreciation and spread 
systematically over the years affected. Refinement in this direction- 
more careful definition of the unit-seems to be the most promising 
way of improving the allocation of total plant cost to revenue. 

Recording Depreciation Cost. Estimated periodic depreciation, as 
previously explained, is generally recorded by crediting a contra 
account rather than by means of direct subtractions from plant cost. 
This practice serves to emphasize the fact that the periodic amount 
of depreciation is an estimate and to distinguish this element from 
credits representing retirements. The retention of undiminished 
cost figures in the main plant accounts is also a convenience in the 
application of straight-line depreciation rates, and encourao-ps thp 
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reporting of both cost and accrued depreciation in the financial 
statements. On the other hand there is no basic objection to credit- 
ing estimated depreciation directly to the main plant account. In- 
deed, such treatment is more clear-cut than the use of the contra 
account and would tend to discourage the confusion of thinking 
regarding the effects of depreciation accounting that is universal 
among laymen and by no means unknown among accountants. 

The debit to record depreciation for the period may in the first 
instance be recorded in a main “depreciation cost“ account. This 
account may then be broken down by departments or other group- 
ings as required for cost accounting purposes. It is not ordinarily 
expedient to attempt to subdivide depreciation in terms of the fac- 
tors affecting service life, such as wear and obsolescence. An im- 
portant point to remember is that not ail depreciation cost accrued 
in a period is necessarily chargeable to the revenue of the period. A 
portion of expired plant may be chargeable to inventories or— where 
assets are being used in the process of construction— to fixed-asset 
accounts. 

Straight-Line Method. The straight-line method of spreading de- 
preciation— which assumes that depreciation accrues uniformly in 
time— is in wide use in American practice, and has been taken for 
granted in illustrative computations of depreciation in preceding- 
chapters. The periodic charge to operations under straight-line ap- 
portionment is found by dividing the depreciable amount by the 
number of periods represented in the service life. If a particular 
machine, for example, costs $1,800, is expected to have no net salvage 
value, and will probably remain in service for 120 months, the 
monthly depreciation charge is $1,800 divided by 120, or $15. As 
a rule the periodic accrual is expressed as an annual or monthly rate 
applied to cost. Thus in the example the annual rate is 180/1800 
or 10%. If the depreciable amount is less than cost a rate may still 
be computed on cost, although in this case the estimated service life 
is not the reciprocal of such rate. 

The underlying basis for the straight-line plan lies in the fact that 
depreciation occurs in time and that in many cases some at least of 
the factors that bring about physical decline are in effect continu- 
ously. The deterioration of cast-iron water mains, for example, is 
neither accelerated nor retarded in appreciable degree by variation 
in the amount of water piped, and progresses without regard to the 
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time of day or season of the year. On the other hand the cases are 
perhaps more numerous in which physical wear is influenced by 
extent of use and changes in operating conditions. The life of an 
electric motor, for example, is largely a question of the amount of 
running time. With respect to the effect of obsolescence and related 
factors there is no way of demonstrating the validity of the straight- 
line assumption but it is difficult to suggest a more acceptable alter- 
native. Certainly the effect of technical improvement and other 
external influences on the service life of a machine in use can not be 
arrested by storing the machine, no matter how carefully it is pro- 
tected from physical deterioration. 

A major theoretic objection to the straight-line method is found in 
the tendency tow-ard an increasing rate of return on remaining 
investment resulting from its use. A fishing launch, for example, 
costs 12,000, and the owner expects to keep it in service for five 
years from date of purchase. The estimated net sale value at retire- 
ment is 1400, and the depreciation per year on the straight-line plan 
is accordingly |320. The estimated revenues and expenses (ex- 
clusive of depreciation) are |1,100 and |700, respectively, per annum. 
The effect in this assumed situation of the use of straight-line depre- 
ciation upon the rate of return is shown by the tabulation below. 
The result of the computation is a rate of return on the launch 
ranging from 4.S5% the first year to 14.29% for the fifth year. Evi- 
dently this is not a reasonable picture of the history of this asset, 
viewed as a distinct venture or investment, as business assets in gen- 
ei'al manifest no ability to earn more per dollar of remaining invest- 
ment with increasing age. 


Expenses 


Tear 

Average 
Investment * 

Revenues 

Depre- 

ciation 

Other 

Total 

Net 

Imome 

Rate of 
Return 

1 

11,840 

11,100 

$320 

$700 

$1,020 

$80 

4.35 

2 

1,520 

1,100 

320 

700 

1,020 

80 

5.26 

3 

1,200 

1,100 

320 

700 

1,020 

80 

6.67 

4 

880 

1,100 

320 

700 

1,020 

80 

9.09 

5 

560 

1,100 

320 

700 

1,020 

80 

14.29 

# 

Average of net book values at beginning and end of year. 




From a practical standpoint this criticism of uniform spreading of 
depreciation is minimized by the fact that the plant property of the 
typical industrial concern is represented by a considerable number 
of units, in various stages of service life, rather than by a single oper- 
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a ting asset. The assumption of stable revenues and expenses, more- 
over, introduces a condition seldom if ever realized. For many assets 
net income tends to fall with increasing age due to declining rev- 
enues, increasing charges, or both. The scale of rentals for space in 
an old office building, for example, is usually on a lower level than 
that of a competing new building, and maintenance costs are likely 
to run higher in the old structure. And even where the rate charged 
for a unit of output remains unchanged the total of revenue is likely 
to be diminished by the increasing time required for servicing and 
repairing. A taxicab in its last year of operation, for example, is 
likely to be out of service for more hours than a new car. 

Interest Method. The use of compound-interest computations in 
spreading depreciation derives support chiefly from the objection to 
the straight-line plan discussed above. The essential conception of a 
plant asset under the interest method is that of a bundle of services, 
to be realized through the expected life period, and the original cost 
and succeeding periodic balances are deemed to represent the values 
of the remaining services in each case, discounted by the application 
of an appropriate rate of interest. The periodic depreciation charge 
is then determined in a manner consistent with the underlying valua- 
tion process assumed. 

For example, the M Co. builds a warehouse at a cost of $100,000. 
The estimated service life is twenty years and it is assumed that there 
will be no salvage value. It is decided to spread depreciation on a 
compound-interest basis. The rate of interest selected is 6%, the 
estimated average earning power of the business as a whole. Under 
these conditions the first year's charge— the amount of an annual 
deposit which at 6% w^ould accumulate to $100,000 in twenty years— 
is $2,718.46, and the entries are: 

Depreciation Cost . . . , $2,718.46 

Allowance for Depredation . . . ... . $2,718.46 

The second year the depreciation is the sum of the original charge 
and interest at 6% on the amount previously accrued, or |2, 88 1.57. 
For the third year the depreciation is again the sum of the original 
charge and interest at 6% on the total accrued as shown by the bal- 
ance in the allowance account at the beginning of the period. And 
so on. The partial tabulation below indicates definitely the method 
of calculation. For each period the interest factor to be included in 



DEPRECIATION POLICIES AND PROCEDURES 


S59 


the total charge to operations is found by applying the rate of 6% 
to the total accrued depreciation. (The total accrual at the begin- 
ning of the twentieth year is |91,775.04.) The marked increase in 
the annual charge-from |2,7 18.46 the first year to $8,224.96 in the 
twentieth— need not be surprising in view of the length of time in- 
voived and the rate of interest employed. 



Annual Depreciation Charge 

Accrued 

Pfet Book 

Tear 

Annuity 

Interest 

Total 

Depreciation 

Value 

1 

% 2,718.46 

$ -0- 

$ 2,718.46 

$ 2,718.46 

$97,281.54 

2 

2,718.46 

163.11 

2,881.57 

5,600.03 

94,399.97 

3 

2,718.46 

336.00 

3,054.46 

8,654.49 

91,345.51 

20 

2,718.46 

5,506.50 

8,224.96 

100,000.00 

—0— 


S54, 369.20 

$45,630.80 

$100,000.00 




This example brings out sharply the essential characteristics of any 
interest method of apportionment— a systematically increasing 
charge throughout service life. (The mistake has sometimes been 
made of assuming that under certain variations of the method the 
charge per period is a constant figure.) Here the charge the first 
year is $2,718.46 and in the twentieth year the amount is $8,224.96/ 
an increase of over 200%. Such a scheduling of depreciation hardly 
seems reasonable from a practical standpoint, particularly where 
there is declining productivity with advancing age. The complexity 
of the method where there are many units of property, with varying 
lives, is a further objection to the wide adoption of this approach to 
depreciation apportionment. 

Production Methods. Neither the straight-line nor interest meth- 
ods of spreading depreciation take fluctuating activity or output into 
consideration, and this is perhaps their most serious weakness. There 
is undoubtedly much force in the proposition that plant assets should 
be written off in proportion to actual use and results accomplished 
rather than by periods of time as such. The cost of plant represents 
essentially a pi'epayment on account of expected services and is there- 
fore chargeable to operations— ideally— as such services are received. 
From this standpoint, for example, a delivery truck should be depre- 
ciated in terms of miles driven, an airplane motor in terms of flying 
hours, and a steam shovel according to yards of material moved or 
some other appropriate gauge of service rendered. Similarly when 
factory equipment is being used by three shifts per day instead of 
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one it seems reasonable to hold that the depreciation recognized 
should be correspondingly increased. 

On the other hand there are serious objections to the general use 
of degree of activity or volume of production as the sole basis on 
which to apportion plant cost. Deterioration of structures and many 
kinds of equipment is in some degree a matter of age rather than 
actual use. There is no evidence that the effect of obsolescence and 
related factors is retarded during slack periods. Failure to receive 
expected services in a particular period, moreover, is generally not 
accompanied by assurance of later increased use. These considera- 
tions, coupled with the clerical work involved and other difficulties 
of application, render the production approach less acceptable than 
it appears at first sight. 

Estimating service life is not avoided by the adoption of any form 
of production method of apportioning depreciation, and the effect of 
obsolescence and related factors must not be ignored in making the 
estimate. If, for example, the life of a machine on a purely physical 
basis is ten years but its probable effective life in view of all imping- 
ing conditions is only five years, it is clear that the number of units of 
productivity or service to be expected is correspondingly restricted. 
The estimate of services to be received, in other words, should be in 
harmony with~if not actually based upon—the estimate of life. 
There are some cases, it is true, in which the fundamental estimate is 
the amount of service to be expected, with life being represented by 
the time taken to exhaust the available units of service. 

The activity of plant assets may be measured in specific services 
rendered, working time, units of final output, or dollars of sales. 
The particular scheme adopted should be that most suited to the 
situation, and several variations may be reasonably employed by a 
single enterprise. For factory equipment number of operations and 
working hours are usually more appropriate bases than either the 
amount or value of product, especially in view of the difficulty of 
estimating production for a considerable period and of associating 
finished goods with particular units of plant. In mining, lumbering, 
and related lines, on the other hand, where it is possible to estimate 
total physical output, the depreciation of structures and equipment 
having a life as long or longer than the period required to exhaust 
the available mineral deposit or other natural resource can readily 
be computed in terms of units of product. The depreciation of 
special equipment acquired for use on a particular order or job 
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should be accrued as the work progresses. The “job method'' is 
especially applicable in shipbuilding, road building, and other con- 
struction lines. 

For a definite example assume that a motor is acquired at a total 
cost, installed, of $3,000. Estimated net salvage is $300. The active 
life of the motor is set at 3,600 running hours, and it is assumed that 
such life will cover a period of approximately two years. The depre- 
ciation cost per working hour under these conditions is 2,700/3,600, 
or 75 cents. During the first quarter following installation the re- 
corded running time is 500 hours, and the depreciation charge for 
the period is therefore $375. The entries are: 


Depreciation Cost 1375 

Allowance for Depreciation S375 


Depreciation for later periods would be similarly calculated. 
Whether or not the expected running time is utilized within a life of 
two years is unimportant unless conditions arise which retard use to 
such an extent that it appears unlikely that the expected number of 
hours of service will be received before retirement is required on 
account of non-physical factors. In this event a revision of the sched- 
ule of depreciation would be necessary. 

Production methods have a limited but important use as a means 
of securing reasonable spreading of annual charges, computed under 
the straight-line policy, over monthly or quarterly reports. 

Decreasing-Charge Methods. The most widely known of proce- 
dures designed to provide a decreasing scale of depreciation charges 
during the life of an asset is the diminishing-balance method. Under 
this plan a rate is found that applied to net book value as of the 
beginning of each period will write the asset down to salvage value 
during estimated service life. Theoretically the method requires 
the assumption of a residual value, as it is of course impossible to 
reduce any amount to zero through the application of a constant 
percentage to successive diminishing balances. The formula for 
computing the required rate is as follows: 

o / — ' . 

rate — 1 — Vi/c 

In this formula n is the number of periods, s the net salvage value, 
and c the cost or other base figure. A machine for example, cost 
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1 1,000, has an estimated salvage of |64, and is expected to last for 
three years. The required annual rate in this case is i — ->^64/1,000). 
which reduces to 6/10 or 60%. The following tabulation shows the 
computation of the depreciation; 



Remaining 

Depreciation 

Total 

Tear 

Book Value 

Charge 

Accrued 

1 

$1,000 

$600 

$600 

2 

400 

240 

840 

3 ■' 

160 

96 

936 

Salvage 

64 




By another method the charge each year is determined by applying 
to the depreciable amount a fraction of which the denominator is 
the sum of the digits represented in an enumeration of the years of 
estimated service life and the numerator is the remaining life at the 
beginning of each period. Thus if estimated life is three years the 
denominator of the required fraction is 6 (i-[-2+3)> the charge 
for the first year is 3/6 of the total depreciable amount, the charge 
for the second year is 2/6, and the charge for the third year is 1/6. 

While decreasing-charge procedures have not been widely used 
there has been some revival of interest in them in recent years as a 
possible approach to the liberalization of depreciation deductions 
for income-tax purposes. Aside from this aspect such methods are 
sometimes supported on the ground that a decreasing depreciation 
charge combined with an increasing maintenance cost will give a 
reasonable periodic total cost of operating plant. There is not much 
force in this point. Maintenance does tend to increase somewhat 
with the age of the property, but there is no evidence that such in- 
crease in any case tends to match the decline in the depreciation 
charge resulting from the use of arbitrary procedures such as those 
just outlined. 

Measuring Depreciation by Examination. Among engineers the 
opinion seems to prevail that the condition of the asset as observed 
by a competent technician can be translated directly into value terms, 
and accountants are not impervious to this point of view. In gen- 
eral this position is not reasonable. To have value an asset must be 
capable of giving service, but it does not follow that the amount 
expiring from day to day throughout the useful life is precisely 
gauged by the extent of decline in physical effectiveness. As has 
often been pointed out, the change in the level of efficiency of a well- 
maintained unit of plant usually does not vary greatly from date of 
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acquisition to retirement. An airplane motor, for example, may 
perform nearly as efficiently on the last trip authorized as on the first 
flight, and a stretch of gas main will carry as large a load shortly 
before retirement as at any time in its history. In general it is poor 
management to attempt to use either structures or equipment which 
are so deteriorated or worn, or in need of servicing, that they cannot 
function in a manner in keeping with the normal standards of opera- 
tion. This fact is recognized in some measure by the appraisers 
themselves in that they usually find that the plant of an enterprise as 
a whole has a condition percentage of 85 or better, and are unwilling 
to set a condition of less than 40 to 50% on units which are admitted 
to be on the verge of retirement. Incidentally, it is a commonplace 
that mechanical equipment is seldom at its best until well broken in, 
but no one argues that the increase in efficiency resulting from ad- 
justment to operating conditions justifies a write-up of value. 

The unreasonableness of converting condition percentages di- 
rectly into value percentages is made more apparent when attention 
is given to the manner in which such data are compiled in the typical 
appraisal. In some cases the percentage represents the amount of 
work or service which the observer estimates may be expected from 
the unit in use for a particular period as compared with that which 
a new’^ unit would presumably furnish; and on this basis a condition 
of 90% or even more may be found for an asset which clearly has 
most of its service life behind it. In other cases the percentage is 
found by making a modest deduction from “par” to reflect the fact 
that it would be possible to improve the condition of maintenance, 
all other considerations being neglected. In still other situations the 
appraiser's percentage may result from estimates and physical meas- 
urements, more or less carefully made, which seek to determine the 
precise extent of deterioration or wear at the critical points. This 
approach is somewhat more reasonable in that it at least throws light 
on the question of remaining life on a physical basis, but it is inade- 
quate in that it ignores obsolescence and other non-physical factors. 
Significant calculations of wear and tear, moreover, are not easily 
made. Poles and ties may be probed to determine amount of decay, 
rails may be calipered to find the degree to which the wearing area 
has been consumed, boilers can be checked and examined for rust or 
other form of corrosion, but the sound interpretation of such field 
data is always a problem. And for many classes of structures or 
equipment no method of inspection is available which will fur- 
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nish dependable evidence of either expired or remaining physical 
life. 

Depreciation Rates. Although a considerable amount of informa- 
tion has been gathered by valuation engineers, public accountants, 
special committees of trade associations, governmental bodies, and 
individual corporations bearing upon the service lives of various 
types of plant assets there are still no life tables available which can 
be used by the particular enterprise with confidence, and as long as 
the present tempo of industrial development is maintained the ac- 
cumulation of wholly satisfactory data— as a basis for foi'ecasting— 
can hardly be expected. Further, an average life derived from the 
history of many units, used by numerous concerns under a variety 
of conditions, is at the best a rather unreliable index of the future 
life of an individual plant asset in a particular setting. On the other 
hand, the data available are of such a nature as to make it unneces- 
sary for any management to resort to mere guessing in establishing 
rates of depreciation on its plant property. 

The tabulation following is intended to serve merely as a very 
general indication, for a few^ broad classes of property, of prevailing 
opinions as to the annual straight-line depreciation rates usually ap- 
plicable. 


Class of Property 
Buildings and Structures — 

Frame ........ 

Brick, Concrete, etc. . , 

Equipment — - 

Construction . . . . . . 

Mining . . . . . 

Oil and Gas , . . . . , 

Farm . . 

Manufacturing . . . . . 

Power Generation . . . . 

Railway , . , . , . 

Aviation . . . . , . 

Personal Service . ... . 

Motor Vehicles . . . , 

Office . . . . , . 

Tools . , . . . . . . 

* Not including extreme cases. 


Rates 


Range* 

Typical 

3M- m 

4 

IH- 4 

2 

10 -331i 

20 , 

5 -20 

10 


1214 

5 -20 

BM 

5 -20 

6?4 

3M- m 

.S' 

3H- 6% 

4 . 

20 -50 


5 -20 

10 


' 25 

5 -16^ 

10 

10 -50 

3314 


Where assets are acquired in a used condition the appropriate 
rates naturally range above those applicable to new units. Additions 
and improvements that will be retired with the major units to which 
they relate should be depreciated accordingly. In mining, lumber- 
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ing, and ottier extractive industries the useful lives of structures and 
immovable equipment are limited by the period required to exhaust 
the mineral deposit or other natural resource. Similarly in other 
fields rates niay be affected by the condition of related industries, 
franchises and other agreements, status of complementary assets, and 
other factors. Units of plant subject to continuous operation must 
generally carry higher rates than similar units operated inter- 
mittently. 

Group Procedure. In accounting for a retirement the standard 
practice is to compute the total accrued depreciation to date of retire- 
ment on the unit retired, and determine retirement loss or gain by 
comparing this total with the cost or other gross book value elimi- 
nated after taking into account the effect of removal cost and salvage. 
However, in the case of groups of like units, of relatively small unit 
cost, a procedure is sometimes employed by which a group of assets— 
such as the poles installed in a particular month— is treated as a unit 
for purposes of depreciation accounting. Under this procedure the 
service life used is the estimated average life of all units m the group 
and retirement loss or gain is not recognized until the end of the life 
of the group; in the meantime the allowance for depreciation serves 
as a suspense account covering interim retirement loss and gain as 
well as accrued depreciation. Ideally this procedure involves the 
assumption that the underdepreciation with respect to units of less 
than average life will be offset by the overdepreciation on units that 
last longer than average life. 

For example, at the beginning of a particular year the M Go. 
acquires 1,000 hammers at a cost of $5 each. Average life is esti- 
mated at two years, with no salvage value. The record of retirements 
is as follows: 


End of first year 200 units 

End of second year . ......... , . . 600 units 

End of third year 200 units 


The entries to record depreciation and retirements under the group 
procedure are: 


First Year 

Depreciation Cost $2,500 

Hammers — Allowance for Depreciation $2,500 

To accrue depreciation on 1,000 units, cost $5,000, @ 50% 

Hammers — Allowance for Depreciation . ..... 1,000 

Hammers — Cost 1,000 

To record retirement of 200 units, cost $1,000 
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Second Year 

Depreciation Cost 2,000 

Haisamers — Allowance for Depreciation 2,000 

To accrue depreciation on 800 units, cost |4,000, ® 50% 

Hammers— Allowance for Depreciation 3,000 

Hammers — Cost 3,000 

To record retirement of 600 units, cost $3,000 

Third Year 

Depreciation Cost . . 500 

Hammers — Allowance for Depreciation 500 

To accrue depreciation on 200 units, cost $1,000, @ 50% 

Hammers — Allowance for Depreciation 1,000 

Hammers — Cost 1,000 

To record retirement of 200 units, cost $1 ,000 


In this artificial example the distribution of retirements is such that 
the estimate of average life is precisely validated and no retirement 
loss or gain emerges. In practice, needless to say, no such ideal con- 
dition can be expected. 

Use of this procedure is not particularly objectionable provided it 
is carefully applied to definite installations or batches of like units. 
It is not acceptable, however, if applied to large aggregates of 
heterogeneous property, acquired at different times, as in such situa- 
tions the use of this procedure might result in failure to recognize 
either deficient or excessive accrual of depreciation for a considerable 
period of years. 

Removal Cost and Salvage. Implicit in the usual calculations of 
depreciation is the assumption that removal cost will just offset 
salvage—that there will be no net amount recovered. This assump- 
tion is not objectionable in many cases, particularly in view of the 
extent to which estimates are involved in depreciation calculations. 
However, in setting up service lives and depreciation rates attention 
should always be directed to the question of removal cost and salvage 
and these factors should be taken into account wherever there is good 
reason to expect that there will be a substantial excess of salvage over 
removal cost or vice versa. Where a substantial net sale or salvage 
value is anticipated the estimated amount thereof should be de- 
ducted from the cost of the property in determining the total subject 
to depreciation; where a removal cost substantially gxeater than sal- 
vage is anticipated the total to be accrued should include the esti- 
mated net cost to remove. The cost of elimination, like the cost of 
installation, is clearly a part of the total cost of operating the asset, 
and ideally this cost should be spread over the entire service life. 
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Including this cost in depreciation results in a proper allocation. 
The only objection to this procedure is the rather technical point 
that crediting allowance for depreciation with estimated removal 
cost includes in the contra account an element that is not, strictly 
speaking, an offset to plant cost. If desired the credit covering esti- 
mated net removal cost might be set up in a separate account— an 
account representing an offset to total current assets. 

The practice of crediting proceeds from the disposal of plant assets 
to allowance for depreciation, and avoiding disclosure of retirement 
loss or gain, is not good accounting except possibly as this may be a 
feature of technical group procedure. 

Revision of Depreciation Accruals. Depreciation procedures and 
computations should be critically reviewed periodically and should 
be modified wherever circumstances clearly indicate that this is ad- 
visable. If it appears that past depreciation accruals have been 
inadequate the total accrued to date should be increased by a charge 
to earnings (which should be clearly reported in the income state- 
ment) and rates should be adjusted to a proper level for the future. 
If it is convincingly determined that past accruals have been ex- 
cessive a retroactive adjustment should be made by charging the 
allowance for depreciation (assuming the contra account is being 
used) and crediting earnings (again with full disclosure), and rates 
should be reduced appropriately for the future. As indicated in the 
preceding chapter, some accountants seem to be reluctant to make 
a correction that involves a restoration of cost, but this attitude is 
not justified. If plant assets are actually functioning the fact that 
their cost has been fully absorbed in earlier periods— through error 
or mistaken judgment— does not warrant understatement of current 
and future depreciation costs; neither is it sound accounting to 
report no net book value for such property in the position statement. 

For income-tax purposes a prolonging or shortening of service life 
does not generally result in retroactive adjustment of depreciation 
accrued and taxes paid. Instead the usual procedure— assuming that 
the new estimate of service life is approved— is to spread the remain- 
ing depreciable amount over the longer or shorter period repre- 
sented by remaining service life as reestimated. 

Depreciation Base. Ignoring the question of removal cost and sal- 
vage the amount subject to depreciation is generally cost, or the fair 
market value at date of acquisition of assets acquired otherwise than 
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through the process of cost incurring. However, as pointed out in 
the preceding chapter, changes in prices may be so marked and 
persistent as to make the recorded data unsatisfactory as a basis for 
depreciation charges and justify a shift to replaceiiient cost. With 
failing prices this is readily accomplished by appropriate write-down 
of plant. Where prices have advanced an adjustment upward of 
recorded plant values is necessary to a revision of futiu'e depreciation 
charges, and such adjustments involve unsettled questions of ac- 
counting policy and procedure. 

There is undoubtedly a weakness in the accounting for income 
where depreciation cost is based on plant costs entirely out of line 
with current conditions. With labor and material costs on a current 
basis and depreciation cost based on prices of an earlier period the 
cost total is a mixture of unrelated elements and the resulting net 
income may be misleading— in so far at least as there is a tendency to 
view net income as a measure of purchasing powder and disposable 
funds. There are, on the other hand, numerous difficulties in the 
way of achieving results that are wmth while by attempting to shift 
the measure of depreciation to replacement cost. Revaluation is a 
troublesome process and the results are at best estimates; current 
costs of a particular date are not likely to measure actual cost of 
replacement at retirement; depreciation is only one cost and in many 
cases even a considerable modification of this element would not 
change the operating picture materially; replacement cost is not 
recognized as a basis of depreciation for income-tax purposes. In 
view of these and other considerations a sweeping adjustment of the 
depreciation base, especially an adjustment upward, should be un- 
dertaken only where the case for revision is convincing. 

Retirement Policy. In the foregoing discussion of depreciation it 
has been assumed that a policy of accruing the estimated expiration 
of plant cost in a systematic manner is an established requirement 
of accounting, not subject to question. Actually the accrual policy 
has made headway rather slowly through the years and even now is 
not universally approved. There is an alternative approach to the 
problem, strongly supported by valuation engineers and many ac- 
countants in the utility field, which may be referred to as the *‘rctire- 
ment policy,'’ The advocates of this policy usually admit that 
depredation is an unavoidable cost of operation and must be taken 
into account in some manner, but they insist that all accrual meth- 
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ods are higiiiy “theoreticar' and are almost sure to produce unrea- 
sonable results, especially when applied to railways and other types 
of utility property. 

The retirement policy consists at bottom of the extension to the 
fixed assets of the usual methods of dealing with the current assets. 
It has two main interpretations. Under one procedure the costs of 
plant units less net salvage are charged to operation in full on the 
occasion of retirement. This is essentially the “one-hoss shay'’ theory 
of plant value; it assumes there is no depreciation until the finish 
line is reached. Under a second procedure the plant accounts are 
increased only in the case of improvements and extensions, and costs 
of all replacements in kind are charged directly to operation as made. 
The first of these is the better, in that it results in plant accounts 
that show the cost of the assets actually in use. With changing prices 
the other procedure fails even to meet this minimum requirement of 
property accounting. In utility accounting practice a combination 
of these procedures is often found, coupled with some use of accrual 
accounting for certain classes of property. The inventory method of 
dealing with small tools and other relatively short-lived assets, not 
uncommon in some industries, represents a minor application of the 
retirement policy. 

There are obvious weaknesses in this approach. It recognizes no 
distinction in the accounts between old and new' property; it pro- 
vides no charges to revenue for plant cost, other than incidental 
maintenance, in the early years of the life of a property, before re- 
newals of parts are called for; it encourages careless classification and 
failure to distinguish additions and replacements from current main- 
tenance; for most situations it leads to an irregular and incomplete 
process of assigning costs to periodic revenues. In view of these 
weaknesses it is not surprising that accrual depreciation, notwith- 
standing the difficulties involved, is the approved policy in industrial 
accounting and income-tax determinations, is gaining ground in the 
utility field, and is almost universally supported by public ac- 
countants. 

Significance of Depreciation Accounting. Most discussions of de- 
preciation and depreciation accounting evidence confused thinking 
and misunderstanding at important points. The view persists that 
the depreciation charge is a hypothetical, somewhat arbitrary item, 
in sharp contrast to the ordinary “out-of-pocket” costs of operation. 
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There is also a very common tendency— from which even acconiitaiits 
are not exempt— to confuse depreciation accounting and the financing 
of replacements. The essential purpose of recognizing depreciation, 
many seem to think, is to accumulate funds to provide for the re- 
newal of plant assets. 

In view of this situation it needs to be emphasized, first, that de- 
preciation does not differ, fundamentally, from any other class of 
operating charge. To carry on its activities a business enterprise 
requires the services of plant assets as well as current labor and ma- 
terials, and the cost of plant is just as clearly assignable to revenues 
as are the costs of the other essential factors. And the statement that 
depreciation is not an out-of-pocket cost is questionable, to say the 
least. As a matter of fact depreciation represents the extreme ex- 
ample of prepayment. Expenditures for labor and materials are 
made on a day-to-day, month-to-month basis; the cost of plant is 
incurred in advance for years at a stretch. Let no one be misled on 
this point. The cost of plant is an actual cost and by the same token 
depreciation is a thoroughly valid operating charge. There is also 
little or no basis for the notion that depreciation is less likely to be 
recovered in revenues than other costs. In general each cost factor 
is on the same footing as far as normal price determination is con- 
cerned. 

This does not deny that the timing of plant cost as a revenue charge 
is a peculiarly difficult problem. A unit of materials is commonly 
utilized as a whole in the operations of a particular period, and this 
fact affords a definite physical basis for the recognition of the charge. 
A unit of plant, on the other hand, renders a series of similar services 
over a period of several years, and is not actually consumed (except 
in the sense of deterioration and wear and tear) in the process. The 
length of service life, moreover, is uncertain. This means that the 
amount of the depreciation charge for the particular period is a 
matter of estimate— a condition which opens the doors of discussion 
and debate. It may be insisted, however, that the fact that problems 
are involved in spreading plant cost over operations in a satisfactory 
manner is no warrant for adopting the attitude that depreciation is 
radically different in its substance from other types of operating 
charges. 

Second, the recognition of depreciation has no essential relation to 
the problem of replacement. The purpose of depreciation account- 
ing is to assign the cost of plant (to the extent depreciable) to 
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operations, and lienee to revenues, in an orderly, reasonable manner. 
This is just as necessary in the case of a mining shaft or sawmill which 
the management does not intend to replace as in the case of a stretch 
of telephone line which will presumably be renewed as required for 
an indefinite period. In other words, the necessity for charging 
operations with expiring cost factors, if periodic income is to be cor- 
rectly reported, is not affected by the question of what will be done 
when the plant elements in current use are eliminated. The accru- 
ing of depreciation, moreover, does not in itself provide funds for 
replacement or for any other purpose. Complete recognition of ail 
operating charges is necessary if net income or net loss is to be ac- 
curately reported, but the volume of funds flowing into the business 
is in general in no way affected by the process of accounting for 
expenses. 

The almost universal practice of attaching the label “reserve” to 
the total amount accrued no doubt tends to encourage misunder- 
standing with respect to the significance of depreciation accounting. 
To many this term suggests accumulated earnings or even a fund of 
liquid resources available for replacement. Such interpretations are 
very wide of the mark. The balance of the allowance or “reserve” 
for depreciation is simply the measure of the amount of cost which it 

I is assumed has expired as a result of operating use and the passage of 

time—the hole in the doughnut. Unless the estimate is excessive 

I there is no vestige of income involved, and the accrued allowance 

neither directly represents a liquid fund nor indicates that such a 
fund has been accumulated. The allowance or reserve account, as 
explained in an earlier chapter, is essentially a vertical section of the 
plant account itself, established for the purpose of segregating a 
special class of credits to property. 

t Questions 

1 . Define depreciation, and outline the principal factors responsible for limited 
service life. 

2. What is the objection to a combined accrual of maintenance and depreciation? 

3. “If the depreciable unit is narrowly defined much of so-called maintenance 
cost becomes depreciation.” Explain. 

4. What are the advantages and disadvantages of the use of the contra account 
in recording expired plant cost? 

5. “The depreciation accrued during the year should be charged to the revenues 
of the year.” Is this always true? Explain. 

6. With an illustration explain the straight-line method of spreading deprecia- 
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tion. What are the advantages of this method? Explain the theoretic objection 
to straight-line apportionment. 

7. Illustrate and discuss the compound-interest method of spreading depiecia- 
tion. 

8. Illustrate the use of the production or service metliod of assigning depreciation 
to operations. 

9. Explain and illustrate the “diminishing-baiance'’ method. 

10. Discuss the use of condition percentages, determined by inspection, as a basis 
of estimating depreciation. 

11. What is the maximum depreciation rate appropriate for underground con- 
struction in a coal mine? 

12. With an illustration explain the “group procedure” and indicate precisely 
where this treatment differs from “unit procedure.” 

13. “The cost of removing a unit of plant should be capitalized as part of the 
cost of the incoming unit.” Do you agree? 

14. Under what circumstances should depreciation accruals be revised? 

15. Point out the weakness of depreciation accounting based on recorded cost 
where such cost is materially out of line with replacement cost. Argue, on the 
other hand, that a revision of the depreciation base should not be lightly undertaken. 

16. Explain the “retirement policy” and indicate the advantages of the accrual 
approach. 

17. Precisely what is the significance of depreciation accounting? Is it true that 
depreciation is not an “out-of-pocket” cost? 

18. With respect to recovery in revenues is depreciation on a different basis than 
other costs? 

19. “The recognition of depreciation has no essential relation to the problem of 
replacement.” Discuss. 

20. Is the use of a “reserve” account essential to the booking of depreciation? 
Explain fully. 
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investments. Stocks, bonds, notes, and othei' securities that lack 
ready marketability, or are not currently collectible, should be 
treated as non-current assets in the accounts and statements. Like- 
wise securities that are held for some special purpose either per- 
manently or for a period of years are non-current assets, without 
regard to their marketability. An important example is found in 
the holdings of stocks of affiliated companies. 

Investments, like other assets, should be recorded initially at cost 
on a cash basis. Where the method of acquisition is an exchange 
or some other non-cash transaction care must be taken to translate 
the nominal cost into cash terms. Brokerage and other charges as- 
sociated with acquisition should be included in cost. In the case of 
stocks held the cost should be credited with any amount received 
from the issuing corporation which represents return of capital, and 
should be charged with assessments or other additional payments 
made. Where the number of units held is altered by such transac- 
tions as split-ups. Stock dividends, etc. the total cost must be equitably 
spread over the entire investment in its new form. Upon sale or 
other disposition the amount of gain or loss is determined as for 
other assets by comparing cost and cash or equivalent proceeds. 

Bond or note investments acquired at a discount or premium are 
subject to accumulation or amortization. This matter is especially 
important to large holders such as insurance companies and other 
financial institutions. In general the proper procedure on the books 
of the holder of such securities conforms to that which is appropriate 
for the issuing company, although the use of special accounts to 
show the amount of the discount or premium is unnecessary on the 
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books of the investor. See discussion of corporate bonds in Chapter 
XXXVIII. 

There has been considerable discussion among accountants of the 
question of what recognition if any should be given to the changing 
market values of securities held. With respect to marketable non- 
current investments the prevailing view is that continuous revision 
of values in the accounts is not required, although it is usually ad- 
mitted that a pai^enthetic or supplementary showing of market value 
in the position statement is desirable, particularly where such value 
is materially above or below cost. (In the case of current investments 
there is more support for the display of market value although here 
too most accountants prefer to retain cost as the basic record.) Ad- 
herence to cost receives practical support from the fact that cost is 
the general basis of valuation for long-term investments prescribed 
for income-tax purposes. For non-current investments, moreover, it 
is agreed that fluctuations in market values do not give rise to realized 
gain or loss (and for current investments exceptions to this conven- 
tion are considered proper only in case of dealers in securities and 
other special situations). The fact that market quotations may move 
sharply up and down, sometimes within the space of a few days, is 
another factor that discourages regular revaluation, for record and 
report purposes, of securities held. 

Large amounts of marketable securities are held by investment 
trusts and such holdings may be viewed as either ioiig or short-term 
investments, or both, depending upon the policies of the trust. The 
accounting procedure of such organizations, like those of insurance 
companies and other financial institutions, are governmentally pre- 
scribed at least in part. Under some circumstances the prescribed 
procedures require reporting of securities held on the basis of market 
values rather than cost. 

The life insurance policies held by a business concern sometimes 
have investment aspects. The recognizable asset represented by such 
policies is usually restricted to cash surrender values. Cash funds 
accumulated and held over a period of years for special purposes, 
and that are unavailable for general use, represent a type of asset 
closely allied to investments. Other assets that may be included 
under a broad conception of investments are annuities, equities in 
partnerships, and long-term prepayments. 

Land Cost. All business concerns occupy some space and hence re- 
quire the use of land. Such use may be secured (1) through some 
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form of lease, easenieiit, or related contract, or (2) through purchase:, 
and outright ownership. In the former case, if payment is made 
periodically for the use of the property, the cost factor takes the form 
of a recurring service or rent charge; where down payments covering 
a considerable period are made the result is a type of fixed asset, 
which should be described, however, as a leasehold (or in some 
qualified manner) rather than as actual land property. In the latter 
case the cost incurred is represented by a thoroughgoing fixed asset, 
usually deemed to be non-depreciable. 

In setting up land cost on the books certain general principles or 
guiding rules should be observed. First, where an asset other than 
cash is the medium of acquisition the cash value of such asset repre- 
sents the cost of the property acquired. Where mortgages and other 
liabilities are assumed in connection with the purchase of land the 
accrued amount of such liabilities may generally be viewed as repre- 
senting cash cost. Second, care must be exercised to include all 
associated items of cost such as legal charges, cost of options, etc. 
Where land is held for resale, like merchandise, taxes and some other 
types of '‘carrying charges’' are not infrequently included in the cost 
of property, a practice not to be followed in the case of land held for 
use in the business, with the possible exception of so-called “special 
assessment” taxes. Third, the cost of all buildings and structures, 
including costs of excavating and laying foundations, should be ex- 
cluded from land costs. Cost of demolishing or removing buildings 
on land acquired with the intention of eliminating the existing 
Structures is in general a proper element in the total cost of the land. 
Where land is acquired by the act of investment, or by gift or be- 
quest, the fair market value at date of acquisition should be entered 
on the books in lieu of cost. 

in most concerns land costs are not incurred from day to day and 
accordingly the land account is inactive, and not prominently repre- 
sented in the regular accounting procedure. Land cost, however, 
often requires classification in the accounting system in considerable 
detail in terms of location, use, or other basis, and must be supported 
by underlying documents such as contracts and deeds, properly filed 
and safeguarded. 

In the real estate field the spreading of total land cost over the 
salable units is an interesting problem. In general the most de- 
fensible method of apportionment is that which assigns the total 
cost in DroDortion to relative selling* values as shown bv the schedule 
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of prices fixed when the tract is placed upon the mai*ket. Land in 
this case, of course, is a semicurrent asset. 

Land Cost—Iliustrative Entries. An illustration in terms of skele- 
ton journal entries may serve to make the foregoing comments more 
definite. The M Co. buys a parcel of real estate for $20,000, includ- 
ing the cost of an option, $100, previously paid. Upon completion 
of the purchase there is a cash payment of $9,900, and a 5-year, 6% 
mortgage is granted with a face amount of $10,000. It is also de- 
termined at this time that legal costs previously recognized on the 
books are applicable to this transaction in the amount of $50. The 
site acquired is occupied by an old building which it is intended to 
raze immediately so that the ground may be cleared for new con- 
struction. The entries required at the time of completion of the 
purchase may be summarized as follows: 


Real Estate Purchased 120,050 

Bank $ 9,900 

Option Account 100 

Legal Costs 50 

Five-Year Mortgage Payable 10,000 


Shortly thereafter the old building is sold to a wrecking company 
for $500, cash, and is demolished and removed by the buyer. The 
entries are: 

Land $19,550 

Gash 500 

Real Estate Purchased . $20,050 

Some time later a sewer assessment is levied upon the property 
amounting to $400. The land account should be charged accord- 

mgly. 

Land . . . . . . . $ 400 

Sewer Assessments Payable . , , . . ... $ 400 

In this example *‘Real Estate Purchased” is a clearing or suspense 
account, used during the period of acquisition and site preparation. 

Amortization and Valuation of Land. Ordinarily land is not con- 
sidered to be subject to amortization or depletion. The principal 
exception is agricultural land, which may suffer loss of fertility or 
exhaustion due to use or erosion. Where crops are rotated and 
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fertilizers regularly applied the process of exhaustion may be wholly 
or partially offset. Ideally all restoration costs should first be capi- 
talized and then amortized systematically in terms of relation to 
periodic revenues, but such precise determinations may be imprac- 
ticable in most cases. Division of total cost between amount appli- 
cable to residual land and the portion subject to depletion is an 
essential step in setting up a scheme of accounting for soil exhaustion. 

The cost of leaseholds, temporary rights-of-way, and other termin- 
able investments in land should be systematically amortized over the 
term or life of the property. 

Any parcel of land is subject to change in value as a result of popu- 
lation increase or decrease, transportation developments, relocation 
of enterprise, and other causes. Such movements of value, however, 
seldom if ever occur in a regular manner over a period of years and 
hence revaluation is undertaken (if at ail) only on special occasions, 
following a material and persistent declination or appreciation. If 
a decline or increase in value is recorded in the accounts the amount 
should be dealt with as a special adjustment of the recorded cost of 
the asset, and of the proprietary equity as shown on a cost basis. An 
estimated decline in land value is not a realized loss and appreciation 
of land is not realized income, and hence such changes should either 
be excluded entirely from the income statement or reported as sup- 
plementary data. 

Some accountants take the position that the land account should 
remain at cost, without adjustment, regardless of what happens to 
the value of the property. This is too rigid a stand. Where value 
changes— convincingly evidenced— are so marked that recorded costs 
have become misleading there is ample justification for revision. 
From time to time management must make decisions as to property 
utilization, and current values are important as guides in this con- 
nection. Moreover, in computing earning rates the cost of property 
is not a significant basis w^here value is materially above or below 
cost. There is also the point that the market value of land, rather 
than cost, is the important measure in long-term borrowing. On 
the other hand, revision of the land account has no effect upon ex- 
penses and net income except in those special cases where land is 
subject to amortization. 

Wasting Assets. Natural resources that are exhausted through op- 
eration and are not subject to replacement are often referred to as 
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‘‘wasting assets/’ The principal examples are mineral deposits, in- 
cluding oil and gas resources. As a practical matter timber may like- 
wise be viewed as a wasting asset in many cases. 

I Wasting assets acquired by purchase, like other property, should 

|{ be recorded at cash cost. If the medium of payment is other than 

ji cash the estimated market value of such medium is the proper meas- 

1 ure of cost. Where mining land is purchased outright a proper 

I portion of the total cost must be assigned to residual land. Likewise 

i if any improvements— mills, shafts, etc.— are taken over the cost 

thereof must be segregated. The balance of the cost of the property 
] represents the amount invested in the wasting resource, and should 

I be so recorded. In some cases the cost of the property must be spread 

I over a number of mines, wells, or other operating units, 

i The cost of development incurred after the property is acquired 

often represents a large part of the final total. Development charges, 
like the cost of the original property, should be divided between 
depreciable improvements and resources subject to depletion, and 
should be appropriately assigned to particular centers of operating 
activity. Where a particular development project fails to disclose a 
resource that can be commercially exploited it is expedient to treat 
the charges incurred as a loss rather than as a cost of developments 
resulting favorably, although this treatment may be modified where 
the project can reasonably be construed as an adjunct of a larger 
program. Where the work of development is continued after com- 
mercial production begins the usual practice is to charge the cost of 
this work to revenues as incurred. This is obviously not ideal pro- 
cedure and where the amount is large there is much to be said for 
a continuing assignment of development charges to property account, 
coupled with an adequate amortization of charges incurred in the 
past. 

Carrying charges, akin to development costs, are especially im- 
portant in lumbering. A stand of timber requires protection from 
fire hazard and disease and the costs of patrolling, removing under- 
brush, etc. are assignable to property account— during the process of 
cutting as well as earlier. The fact of timber growth, moreover, may 
justify a prolonged period of holding and a correspondingly large 
accumulation of carrying charges. 

Depletion. In physical terms depletion represents the using up of 
the commercial content of a mineral deposit or other wasting re- 
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source; from a value standpoint depletion measures the expiration 
of the cost (or other recognized basis) of the resource resulting from 
the process of production. Depletion is like depreciation in that the 
term refers to the assignment to periodic charges of a long-term com- 
mitment, but otherwise the two phenomena are quite distinct. A 
wasting asset is essentially a store of raw material, the physical basis 
of the product of the enterprise, and this material is consumed as 
operation proceeds; a plant asset is employed in its entirety as a 
technical facility to furnish a series of services during its economic 
life and is physically consumed only to the extent of the wear and 
decay suffered. With cessation of operation, moreover, the process 
of extracting a wasting resource is definitely stopped, while the forces 
that bring about the retirement of plant tend to continue in effect 
even in the face of a complete and prolonged shutdown. 

Since depletion is a cost of production it should be so reported in 
the income statement. The following indicates the ideal treatment: 


Sales XXX 

Expenses and Taxes: 

Production Cost — 

Depletion . xxx 

Other (classified as desired) xxx xxx 

Selling and Delivery Expense ........ xxx 

General Administration Expense xxx 

Taxes ■ xxx ' xxx 

Net Income .............. xxx 


As a rule dividends can be legally paid by enterprises exploiting 
wasting assets to the extent of net profit computed without considera- 
tion of depletion. This fact is no doubt in part responsible for the 
common practice of excluding the charge for depletion from operat- 
ing expenses. Such treatment is nevertheless without valid excuse. 
Experience shows that particular wasting resources do not last in- 
tlefinitely, and to ignore the expiration of the cost of the resource in 
computing operating net is plain misstatement. The extent of the 
recoverable materials is often uncertain, but this is no warrant for 
entire omission of the charge. Most concerns in this field, it is true, 
recognize the necessity for a systematic scheme of property amortiza- 
tion, but seldom is the amount of the periodic charge definitely re- 
}X)rted as a cost of production. 

The total cost (or other valuation employed) divided by the esti- 
mated number of recoverable units represented by the available re- 
source gives the unit depletion charge. The number of units pro- 
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duced during the period multiplied by the unit charge gives the 
amount of depletion to be assigned to current production. The 
charge, applicable to revenue is found by multiplying the number of 
units sold during the period by the unit charge. The unit selected 
is usually that used in measuring either .final or interniecliate product 
rather than original material. Thus deplet,ioii is calculated in terms, 
of pounds of copper, board feet of lumber, etc. Where a number of 
salable products originate from a single source it is convenient to 
compute periodic depletion in terms of the output of the primary 
material, and then to spread the total charge over the several products 
in proportion to respective market values or on some other reason- 
able basis. The cost subject to depletion, as indicated earlier, in- 
cludes all assignable exploration and development charges. 

Where production in connection with a specific mine or other 
operating entity begins on a commercial scale before development 
work is complete a possible procedure is to include the estimated cost 
to be incurred in the total cost to be written off in the computation 
of the unit depletion charge. An alternative procedure, w'hich 
avoids the introduction of estimated future costs into the calculation, 
consists of the division of the total recoverable content of the re- 
source into a number of blocks to which deveiopment charges as 
incurred are applied successively until the work on each may be 
assumed to be complete, coupled with a separate calculation of de- 
pletion for each block. Still another possibility is the recalculation 
of the unit depletion charge for the entire resource each period as 
long as major development work continues. This method is justified 
particularly where circumstances indicate that the output of later 
years should bear an increasing burden of development work, and 
where conditions make it necessary to modify the estimate of re- 
coverable content from period to period. 

The conventional output method of computing depletion ignores 
the factor of interest and hence tends to give periodic results which 
are not in harmony with the process by which the value of a wasting 
resource is primarily determined. That is, the cost of a coal deposit, 
oil pool, or similar asset may be conceived as the present w'orth of the 
series of recoveries anticipated during the period of exploitation, 
and from this standpoint the amount to be amortized each year is the 
difference between the present worth at the beginning of the year 
and that at the end of the period. The adoption of such an ap- 
proach, however, would in general render a difficult problem more 
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complex, without any marked improvement in the reasonableness 
of the results in the typical case. 

The difficulty of making reliable estimates of recoverable content 
in some fields has led to the limited use of a fixed percentage of dollar 
revenue to measure the amount of periodic depletion. 

Depletion Entries Illustrated. For a simple example assume that 
the total cost of acquiring and developing a mining property is 
11,000,000, and that of this sum the amount of $600,000 is assignable 
to the wasting resource. Assume, further, that the recoverable com- 
mercial content of the ore deposit that has been made ready for ex- 
traction is 6,000,000 units. The unit depletion charge is then 10 
cents. During the first year of commercial operation the output, 
measured in marketable unit content, is 500,000. The number of 
units sold is 450,000, and the balance of 50,000 units is embodied in 
the inventories of work in process and finished product on hand at the 
end of the period. Appropriate general entries with respect to de- 
pletion under these conditions are as follows: 


( 1 ) 

Depletion Cost of Production $50,000 

Ore Deposit . $50,000 

To record depletion cost of extracting 500,000 units 

( 2 ) 

Depletion Cost of Sales 45,000 

Depletion Cost of Production 45,000 


To apply proper depletion charge to sales, 450,000 units 

By this procedure the balance of depletion cost applicable to inven- 
tories is maintained intact in the ledger instead of being absorbed 
with other costs in inventory accounts. A variety of procedures are 
possible in this connection. In any event the total amount of deple- 
tion applicable to production should be divided between inventories 
and cost of sales, and whatever arrangement of entries is followed in 
the ledger it is advisable to segregate depletion cost in the income 
statement. ■ ■ ' ■ 

A contra account, '‘reserve (or allowance) for depletion,'* is usually 
credited with the periodic depletion. This permits retention of the 
cost of the depletible asset in the main asset account and serves to 
emphasize the fact that depletion is an estimate, more or less de- 
pendable. However, the making of direct deductions from asset 
cost is an acceptable treatment and has the advantage of being less 
likely to be misunderstood. 
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Valuation of Wasting Assets. Like other property, m^asting resoTurces 
must be valued in connection with purchase and sale, financing, 
taxation, etc. A special condition which may Justify appraisal of 
such assets as mines and oil wells is the increase in the knowm re- 
serves resulting from exploration and development. In the case of 
timber stands, similarly, the accretion due to natural growth affects 
recoverable content and values, and may require recognition. The 
appraisal of new^ discoveries of commercial extent is given encour- 
agement by the fact that under certain circumstances fair market 
value “at the date of discovery or within thirty days thereafter'' is an 
approved basis for calculating the depletion deductible for income- 
tax purposes. 

The fundamental estimate in the valuation of w^asting resources is 
that of the commercial content or stock of coal, oil, timber, etc. pres- 
ent in the property— the number of units commercially recoverable 
in view of the location and character of the material, existing meth- 
ods of extraction, shipping facilities, and all other pertinent factors. 
Having found the total probable output the next step is to calculate 
the margin of income per unit. This evidently involves estimating 
both selling prices and costs of extraction and marketing. An im- 
portant consideration here is the length of time w^hich wdii be re- 
quired to exhaust the property; where a considerable period is in- 
volved it may not be reasonable to assume that the current price of 
the product will persist throughout. It is also necessary to take into 
account the effect upon operating expenses of increasing depth or 
other changing conditions of extraction. With the margin per unit 
determined the final steps consist of the calculation of the annual 
operating net, before depletion, and the present value, at an appro- 
priate rate, of the anticipated series of returns. As a rule it is not 
feasible to go beyond an estimate of average output, cost, and net, 
but occasionally greater refinement may have some significance (in 
a situation, for example where increasing cost and decreasing output 
can be confidently predicted). The rate of return employed in the 
computation should vary -with the general risks attaching to the in- 
dustry and the special uncertainties associated with the particular 
venture. 

Where substantial increases in depletible property arise through 
discovery, development, or growth recognition of the increase in the 
accounts is clearly called for. In general the procedure should be to 
charge the appropriate asset account with the fair market value of 
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the increase, credit the accounts showing costs incurred— if any— io 
connection with discovery or other process, and treat the balance as 
a special adjustment of the proprietary equity. For example, if the 
growth of a timber stand in a particular year adds merchantable 
content with a fair market value of $100,000, and the incidental costs 
applicable total $1,000, the following entries are in order: 

Timber— Accretion , . . , $100,000 

Various Cost Accounts $ 1,000 

Equity Adjustment — Accretion 99,000 

When the additional growth is cut depletion should be charged as 
in the case of purchased property. The equity adjustment account 
is closed to income, as ‘"realized” gain, in periodic amounts cor- 
responding to the accretion included in depletion charged to revenue. 

Accounting for Capital Return. Distributions to the stockholders 
of a wasting enterprise from capital funds are sometimes referred to 
as having been “paid out of depletion reserve.” Such a statement is 
seriously misleading. A proper accounting for depletion attempts 
to assign the cost of the wasting resource to production and revenues 
in a systematic and reasonable manner; and the recognition of costs 
neither requires a specific accumulation of funds nor insures a stream 
of revenues adequate to cover all costs. The “reserve for depletion,” 
accordingly, is nothing more nor less than the credit to property ac- 
count to cover depletion, and is in no way affected by dividend ap- 
propriations or payments, whether based on current net income, 
accumulated earnings, or capital investment. As noted earlier, the 
use of a special contra account is quite unnecessary to the orderly 
booking of depletion. 

Where money becomes available in excess of net income, and the 
management decides to make a capital distribution rather than to 
incur further development costs, buy additional property, or accumu- 
late a fund, the amount of the distribution is chargeable to capital 
account— capital stock in the case of a corporation. If, however, it is 
desired to avoid a direct charge to capital stock except where there 
has been either a formal reduction pro rata or a retirement of par- 
ticular shares, a special offsetting account may be employed to show 
the amount of the distribution. Assume, for example, that in the 
first year of operation the net profit of the May Mining Co., after all 
charges, is $1,000,000, and that the funds made available by revenues 
and not needed to maintain working capital or for any other internal 



584 


ESSENTIAtS OP ACCOUNTING 


purpose amount to $1,500,000 at the end of the year. The manage- 
ment now decides to pay a cash dividend of |1, 500,000. The general 
entries required to cover the appropriation are as follows: 

Income ,11,000,000 

Capital Returned to Stockholders. ..... 500,00f,‘ 

Dividends Payable Si, 500, 000 

The account showing capital returned is a contra to capital stock 
and should be shown as such in the position statement. 

Can a dividend be paid out of capital in the presence of retained 
earnings? An answer in the negative is justified, although the af- 
firmative position seems to find some support in practice. By defini- 
tion and traditional interpretation the capital element of the stock 
equity is maintained intact in the face of losses until the element of 
accumulated earnings is exhausted, and it is both convenient and 
sound administratively to adopt a similar attitude with respect to 
dividend appropriations. Granting that it may be legally possible 
for the board of directors to reduce formal capital by pro rata distri- 
butions without first absorbing earnings, it may still be insisted that 
such action is likely to be misleading and is not good business policy. 

Organization Costs. The general costs of launching a business con- 
cern include compensation of promoters, incorporation fees, com- 
missions to underwriters, and other organizing and financing charges. 
Such costs are distinctive in that they attach to the enterprise as a 
whole rather than to particular tangible factors, and this fact no 
doubt explains in large measure the willingness of accountants to 
question their validity as an element in the total of asset values. 
Under one conventional treatment costs of this character are set up 
as a '‘deferred charge,*Va dubious item, and are irregularly amor- 
tized against revenues in from two to five years. A still more “con- 
servative'’ treatment sometimes recommended consists of absorp- 
tion at the outset as a deduction from the total proceeds of the 
securities issued. 

Granting that organization costs do not represent independent 
realizable values they nevertheless deserve to be accounted for on 
their merits, like other expenditures. And if such costs measure 
legitimate prices of services which are necessary in getting the busi- 
ness under w^ay, together with unavoidable legal charges, they stand 
on substantially the same footing as do the costs of construction. 
In other words, a reasonable commission paid in connection with 
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finariciiig is just as properly a part of the total investment of the 
owners as is the fee paid to the architect who designs the plant. As 
to separate realizability, moreover, it should be remembered that 
highly specialized plant assets often have a negligible salvage value, 
and that the costs of such property, included without question in the 
original statement of assets, are essentially long-term ‘‘deferred 
charges.” 

Accepting the view that legitimate preliminary costs should be 
capitalized as a part of the asset total the question remains as to the 
ultimate disposition, of such charges. The most reasonable position 
is that which simmers down to the following general rule: organiza- 
tion costs should be retained as a permanent asset as long as the 
business maintains a substantially unimpaired status as a going con- 
cern, as reflected in earning power and tangible resources, and should 
be amortized with a sustained contraction of income and tangible 
assets resulting either from lack of operating success or deliberate 
liquidation. Thus in the case of a continuing vigorous enterprise 
the costs of organizing the business are not subject to amortization. 
In a wasting enterprise, on the other hand, the general costs should 
be absorbed systematically through the life of the physical property. 

It should be added that commissions and other financing costs 
associated with bonds and other terminable securities should be 
written ofl during the term of the security. 

In the position statement organization costs should always be segre- 
gated, and where the amount is large a supporting note or schedule 
is desirable. As in the case of other factors the proper amount to be 
reported is the actual cost incurred in cash or equivalent. Where 
these rules are followed the presentation of such charges under assets 
is not only not objectionable but is definitely informative, in that it 
completes the account of the commitments made with the funds sup- 
plied by the investors. 

Intangibie Assets. The factors which may give rise to the so-called 
intangible assets include: (1) the favorable attitudes of customers, 
employees, and other influential groups with which the enterprise 
is in contact; (2) monopolistic privileges conferred by governmental 
authority-franchises, trade-marks, patents, etc.; (3) the peculiar 
knowledge and abilities of owners and managers, and special tech- 
niques and processes, privately controlled; (4) advantageous business 
and political circumstances and developments. These groups are 
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■more or less- interdependent, particularly in that one factor may give 
rise to anotlier. Thus the “goodwill” of patrons may be founded in 
large part upon patent rights -or other monopolistic coiiditions en- 
joyed. In a, given situation it may also be very difficult to distinguish 
the effect of any one influence upon the total of intangibie value. 

In general the existence of intangible value is effectively demon- 
strated only in the presence of superior earning power. In other 
words, it is only where the estimated stream of net income which 
may be expected is more than sufficient to clothe the total of all 
tangible resources employed, including organization costs, with a 
fair or normal rate of return that an intangible value emerges. The 
amount of intangibles in a given case accordingly represents the ex- 
cess (if any) of the fair value of the enterprise in its entirety, as a 
going concern, over the total amount of ail the tangible components 
as determined individually. 

The accepted rule with respect to intangibles holds that such 
values should be recognized in the accounts only to the extent to 
which they are validated by costs incurred, as a result of actual 
transactions. In the case of goodwill, moreover, it is generally con- 
sidered to be good practice to set up as an asset only the amount 
explicitly paid for the intangible value in connection with the pur- 
chase of a going concern. That is, the capitalization of the costs of 
advertising campaigns and other sustained activities which may con- 
tribute to the development of goodwill is usually not deemed to be 
practicable. In the case of such assets as patents, on the other hand, 
ail assignable costs of experimentation may be included in the recog- 
nized cost of the asset. 

In the process of estimating the amount which can reasonably be 
paid tor goodwill and other intangibles in the purchase of a going 
concern the principal steps are: 

1 . Study of past earnings as a preliminary to making an estimate of future income. 

2. Preparation of estimates of the average annual income which may be expected. 

3. Appraisal of tangible assets, 

4. Ascertaining the fair or normal rate of return on capital in the particular 
industry. 

5. Computing the average annual amount of differential or excess earnings. 

6. Valuation of differential income. 

In view of the risk involved the estimated differential earning power 
should not as a rule be assumed to be available for a period of more 
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than five years, and in calculating the present worth of such differen- 
tial it is wise to employ a fairly high rate of capitalization. 

The position is sometimes taken that the cost of purchased good- 
will need not be amortized as long as the anticipated level of earning 
power is maintained. This position is hardly justified as a universal 
rule. If the amount. paid for the goodwill is determined as indicated 
above by the capitalization of estimated superior earnings for a 
period of a few years, it follows that the cost of the intangible should 
be written off systematically as the period considered in the valua- 
tion elapses. On the other hand, if the intangible value is being 
fully maintained as a result of additional expenditures for advertis- 
ing, development, and so on, all of which are currently charged to 
revenues, retention of the cost originally incurred, without amortiza- 
tion, may be entirely reasonable. ; ■- 

The cost of such assets as patents, copyrights, franchises, etc> 
should in general be amortized during the life-term of the grant— as 
a maximum period. • : 

Questions 

1. Give several examples of non-current investments. What treatment should 
be accorded brokerage costs incurred in acquiring securities? 

2. Does an advance in the market price of securities held represent realized 
income? Should changing market values be reflected in the accounts^ . 

3. List the principal items which should be included in land cost. What h 
meant by ** carrying charges’’ in this connection? 

4. Should changing land values be reflected in the accounts? Discuss. 

5. Under what circumstances is land cost subject to depletion or amortization? 

6. Define ^‘wasting assets.” Discuss the treatment of development costs. 

7. Define “depletion” and show how this cost, ideally, should be reported. 

8. With an illustration explain the computation of periodic depletion. How 
should development costs be dealt with in this connection? 

9. Outline the process of estimating the value of a mining property. 

10. Should accretion of timber be recognized in the accounts? If so, ho\y? 

11. With illustrative entries show how distributions from capital to stockholders 
should be accounted for in a wasting enterprise. Gan “dividends” be appropriated 
from capital in the presence of retained earnings? 

12. Discuss the original and later treatment of organization costs- 

13. What conditions give rise to intangible assets? What is the essential test of 

the presence of intangible value? . , . . 

14. Under what circumstances should intangible assets be recognwed in fhe 
accounts? Discuss , the amortization of intangibles'. 

15. Outline the process of estimating: the niarket value of intengibles in a giyen 
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Work Sheet— Oiitlme of Adjustments. To illustrate, the conditions 
of an assumed manufacturing concern are utilized. The trial bal- 
ance of the Elton Rubber Co., at the close of business on January 31, 
1950, but before the manufacturing cost compilations have been en- 
tered in the general books, stands as shown in the completed work 
sheet on pages 592-593. A consecutive series of numbers is used for 
convenience in discussion to designate the titles given in the trial 
balance and the additional titles employed in setting up the adjust- 
ments— a series which does not represent either ledger pages or a 
scheme of account numbers. Another series is employed to designate 
the adjusting entries. The main feature of the type of work sheet 
used here, as compared to the form discussed in Chapter XX, is the 
use of the additional columns in which to assemble the data of 
manufacturing cost. 

Following is an outline of the adjustments: 

(1) (2) There are no cash adjustments. 

(3) . It is estimated that outstanding discounts on customers’ accounts will be 
taken to the amount of $50. {Adjusting entries #1 .) 

(4) The trial-balance figure represents inventory on January 1 plus purchases 
received for the period. As materials and supplies have been issued during the 
month requisitions have been prepared showing the amounts issued and the accounts 
to be charged. These arc now summarized for entry in the general books. The 
cost of raw materials which have gone into the manufacturing process is found to be 
$4,350. This amount is set up as item #40 on the work sheet, instead of being 
charged to the line showing work in process, so that the amount may appear as a 
distinct clement in the manufacturing cost columns. The additional accounts and 
amounts to be charged as shown by the requisitions arc: #26, $50; #27, $100; #28, 
$200;' (Adjusting entries #2.) 
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(5) Requisitions for the month show that office supplies have been used to the 
extent of $50. The entire amount is chargeable to account #30. (Adjusting 
entries #3.) 

(6) Shipping supplies requisitioned for the month total $200. The amount is 
chargeable to account #36. (Adjusting entries #4.) 

(7) The trial-balance figure is the inventory of work in process at the beginning of 
January. In the type of work sheet here illustrated this item is carried directly into 
the adjusted trial balance and thence into the debit manufacturing cost column. 
The inventory of work in process on January 31, ascertained after all cost computa- 
tions are completed, is $2,900. This amount is entered directly in the credit 
manufacturing cost column and in the debit position-statement column. With this 
procedure no adjusting entries are required and both beginning and ending inven- 
tories are displayed in the manufacturing cost columns. Under an alternative 
procedure adjusting entries might be set up crediting work in process with the 
amount of $200 and charging a special line labeled “adjustment of factory cosf ’ 
with the same amount. Both inventory figures would then be omitted from the 
manufacturing cost columns and in lieu thereof the special adjustment of $200 would 
appear in the debit column. 

(8) The trial-balance figure for this account represents the inventory at the 
beginning of the month. When the computations of the cost of goods finished and 
cost of goods shipped have been completed the new inventory is ascertained and in 
this case is found to be $4,110, Under the procedure followed here the amount of 
beginning inventory is shown, without adjustment, in the adjusted trial balance and 
in the debit income-statement column, and the concluding inventory figure is listed 
in the credit income-statement column and in the debit position-statement column. 
The difference between these two figures, a credit of $110, deducted from the 
balance of the manufacturing cost colunms, gives the factory cost of sales. Again 
an alternative procedure would be to make adjusting entries debiting finished goods 
with the amount of $110 and crediting “adjustment of factory cost” (see discussion 
of (7) above). The inventory figures would then be omitted from the income- 
statement columns and the final balance of the manufacturing cost columns would 
become factory cost of sales rather than factory cost of goods completed. See later 
discussion of use of manufacturing cost columns. 

(9) Expired insurance amounts to $300. This amount is chargeable as fol- 
lows: ' .. . 



% 

Amount 

28 

75 

$225 

30 

10 

30 

•32 ■ 

5 

15 

37 ■ . 

to 

30 


100 

$300 


(Adjusting entries #5.) 

(10) No adjustment of accounts payable is required. 

(11) Accrued payrolls to the close of business on January 31, not yet booked in 
the general records, amount to $300, chargeable as follows: 
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Ref.i 

Amount 

24 

$100 

25 

25 

29 

25 

31 

100 

33 

50 


$300 


(Adjusting entries #6.) 


(12) Entries for salesmen’s commissions are regularly made in connection with 
the entries covering the sales affected, and there is therefore no adjustment of this 
account. 

(13) This account represents a single note on which interest has accrued for one 
month at the rate of 6%. The adjustment illustrates a case where neither of the 
accounts required appears in the trial balance. (Adjusting entries fl,) 

(14) This account represents the unamortized cost of the Company’s leasehold of 
land. The amortization for January is $100, and is chargeable as follows: 


Ref. § 

% 

Amount 

28 

60 

$ 60 

30 

20 

20 

37 

20 

20 



$100 


I he use of an offsetting account is not considered necessary here, and hence the 
amortization is credited directly to the leasehold account. (Adjusting entries #8.) 

(15”19) The monthly rates of depreciation, and the amounts for January, are as 
follows: 


R4.§ 

Rate 

Amount 

15 

1 % 

$250 

16 

2 % 

600 

17 

1 % 

20 

18 

2 % 

100 



$970 


There have been no additions or retirements during the month and the rates given 
may therefore be applied to the figures appearing in the trial balance. The dis- 
tribution of the depreciation charge is as follows: 


#27 §30 §37 Total 

Building. . . . . . . . • . . * . $150 $50 $50 $250 

Factory Equipment . . . , . . . . . 600 600 

Office Equipment . . . , . , . * . ..... 20 .... 20 

Selling and Shipping Equipment. . . ....... .... 100 100 


f750::-;$70^$150^:;$970: 

The single allowance for depreciation appearing in the trial balance should be 
viewed as a combination of four contra accounts modifying the four accounts with 
assets subject to depreciation. (Adjusting entries #9.) 
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(20) (21) The outstanding capital stock consists of 800 shares with a par value 
of $100 each. No adjustments are required, but the amount of retained earnings is 
of course affected by the final income balance (in this case a loss). 

(22-27) There are no adjustments except as indicated elsewhere, 

(28) This account, like accounts #30, #32, and #37, is used in lieu of several 
accounts that would be found in any actual case. There are no adjustments except 
as indicated elsewhere. 

(29) (30) (31) (32) Of the balances of these accounts the amounts of $300, 
$100, $200, $100, respectively, are deemed to be assignable to account #28. (Ad- 
justing entries #10.) 

(33) (34) There are no adjustments except as indicated elsewhere. 

(35) Advertising and promotion costs of $250 are deemed to be applicable to 
later periods. (Adjusting entries #11.) 

(36) (37) There are no adjustments other than those indicated elsewhere. 

(38) Property taxes are considered to be prepaid in the amount of $600. Some 
types of taxes are often distributed to various cost accounts, but in this case the 
amount of taxes applied to the month’s business is handled as a separate item. No 
adjustment for income taxes is necessary in this case because the business operated 
at a loss during January. (Adjusting entries #12.) 

(39) This account, a contra to the face amount of outstanding receivables, results 
from the entries (#1) which place the item of sales discount on an accrued basis. 

(40) As indicated earlier this line is used to permit a segregation of the cost of 
materials chargeable to work in process. The amount so isolated is carried to the 
adjusted trial balance and thence to the manufacturing cost columns. It should be 
understood that a ledger account of this character is not necessary. 

(41) (42) See comments under (13) above. 

(43) (44) The use of these titles illustrates the practice of establishing special 
accounts at the close of the period to receive asset balances derived from accounts 
which are viewed primarily as expense accounts. It would of course be possible to 
retain these balances under accounts #35 and #38 and to show the charges applicable 
to current revenues under new titles. 

(45) (46) The production records show that product with a cost of $300, 
including overhead, has been spoiled in manufacturing. This amount of spoilage 
is found to be in line with normal conditions of operation and hence may properly 
be considered a part of the total cost of turning out good product. However, in 
order to isolate spoilage cost for the attention of the management, a special account, 
“spoiled work cost,” is charged and work in process — through line #46 — is credited. 
The element of direct labor and materials in the figure of $300 can be obtained from 
the cost sheets, while the overhead costs applicable must be estimated. Since both 
debit and credit are carried to the maniffacturing cost columns there is no net effect 
upon the balance of these columns. (Adjusting entries #13.) 

(47) On this line is shown the balance of the manufacturing cost columns, the 
amount of the charge to the income-statement columns for factory cost of work 
finished during January. The figure is supported by subsidiary cost records. It is 
here assumed, however, that the actual factory overhead for the month is chargeable 
to the month’s production and that no use is made of estimated burden rates. This 
means that the underlying records of the cost of goods finished and cost of goods 
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shipped are not completed until ail adjustments have been made. See discussion of 
entries in the following section. 

(48) The amount of the net loss is shown as a balancing credit in the income- 
statement columns and a balancing debit in the position-statement columns. 

Significance of Manufacturing Cost Columns. These additional 
columns are used for bringing together all of the elements of manu- 
facturing cost in terms of work in process, and their balance, as indi- 
cated above, is the factory cost of work completed. They therefore 
represent in effect a transcript of the account (or accounts) with work 
in process as it might properly appear on the books of a manufactur- 
ing concern employing the degree of cost procedure here assumed. 
For the purpose of a fuller explanation it may be well to show the 
summarized entries relating to work in process in this case in journal 
form. These are: 





( 1 ) 

Work in Process . . . . . . $ 4,350 

Factory Materials and Supplies S 4,350 

To record use of materials in factory operations 

( 2 ) 

Work in Process 4,600 

Direct Labor 4,600 


To record use of direct labor in factory operations 


(3) 

Work in Process . 4,860 

Factory Supervision 

Heat, Light, and Power ......... 

Factory Depreciation and Maintenance . . ’ . 

Other Manufacturing Overhead Costs . . 

To record consumption of other cost items in the manu- 
facturing process 

w 

Spoiled Work Cost . . . . 300 

Work in Process 

To recognize the cost of units of product spoiled in the 
course of manufacture 

(5) 

Work in Process . . . . . . ' . 300 

Spoiled Work Cost . ... . . . . . . 

To charge work in process with the cost of units spoiled 
in the course of production 

( 6 ) 

Finished Goods . . . .... . . ; . . 14010 

Work in Process . . . . . 

To record the factory cost of goods completed during the 
period 


1,225 

600 

1,150 

1,885 


300 


300 


14,010 
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Entries (1), reflecting the requisitioning of direct materials, repre- 
sent a part of adjusting entries #2 as appearing in the work sheet. 
Entries (2) are represented on the work sheet by the process of carry- 
ing the adjusted item of direct labor to the debit manufacturing cost' 
column. The closing of the adjusted overhead costs to work in 
process— entries (3)— is similarly handled on the work sheet by listing 
the proper items under manufacturing cost. Entries (4) are reflected 
on the work sheet by adjusting entries Entries (5) reverse 

entries (4), which makes the procedure appear somewhat futile. 
However, the setting up of spoiled work under a special title, as 
pointed out earlier, may be useful as a means of bringing the matter 
sharply to the attention of the management. This type of adjust- 
ment may also reflect a significant rearrangement of data on the ‘cost 
sheets, the underlying cost records. In this case, incidentally, no 
salvage value is assumed for spoiled work. Entries (6) are shown- on 
the work sheet in the form of the balancing figure of the manufac- 
turing cost columns. As stated, the figure of 1 14,0 10 is suppoited 
by the data of the completed cost sheets. The book inventory of 
work in process now stands at $2,900 (opening balance of $3,100, plus 
total charges for labor, materials, and overhead of $13,810, a idtal 
of $16,910,less the cost of work completed, $14,010). 

In addition the following entries are required to record the factory 
cost of goods shipped to customers during the period: 

Factory Cost of Goods Sold . . . . . . . . $13,900 

Finished Goods . . . . . . . . . . $13,900 

To record the factory cost of goods sold during the period 

These entries, too, are supported by the underlying cost records. 
The book inventory of finished goods now stands at $4,110 (opening 
balance of $4,000, plus cost of completed work, $14,010, a total of 
$18,010, less factory cost of sales, $13,900). As has been explained, 
such book inventories must be tested from time to time by physical 
inventories and, if found inaccurate, must be adjusted. Assuming, 
however, that the cost records have been carefully compiled the book 
inventories are satisfactory for the. purpose of monthly statements. 

Income Statement Based on Work Sheet. The income statement of 
the Elton Rubber Co., drawn from the completed woirk sheety is 
shown on page 596. In this statement the factory cost of sales is 
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Elton Rubber Company 
income Statement 
Month of January, 1950 

S&ies 121,000 

Less Discounts Applicable 550 S20,450 


Expenses and Taxes: 

Factory Cost of Sales (Schedule I) It 3,900 

Distribution Costs — 

Salesmen’s Salaries and Commissions . . , . |l,650 

Salesmen’s Expense Accounts 800 

Advertising and Promotion 450 

Packing and Shipping Costs 700 

Other Distribution Costs 400 4,000 


Administration Costs*-— 

Office Wages and Salaries $ 725 

Other Office Operating Costs 570 

Administration Salaries 800 

Other Administration Costs 515 2,610 


Taxes 200 20,710 


JWt Loss % 260 

Interest Charges 25 


Loss to Stockholders . $ 285 

Retained Earnings, January 1, 1950 3,500 


Retained Earnings, January 31, 1950 (sec position 
statement) $ 3,215 

* Exclusive of administration charges of $700 assigned to factory cost. 

Elton Rubber Company 
Schedule I 
Factory Cost of Sales 
Month of January, 1950 

Inventory of Finished Goods, January 1, 1950 , . I 4,000 

Inventory of Work in Process, January 1, 1950 . . $ 3,100 

Factory Costs Put into Process — 

Materials (Schedule II) . , . . . . . . $4,350 

Direct Labor . 4,600 

Factory Supervision . . . . . . . . . 1,225 

Heat, Light, Power . . . 600 

Factory Depreciation and Maintenance. , . . 1,150 

• Other Manufacturing Overhead Costs .... 1,885 

Spoiled Work Cost 300 14,110 


Total Factor)^ Costs $17,210 

Less: 

Cost of Work Spoiled . . . . .... , $ 300 

Inventory of Work in Process, January 31, 1950 . 2,900 3,200 


Cost of Goods Completed . 14,010 


Total .Goods Available for Sale . . . , , $18,010 

Final Inventory of Finished Goods 4,110 


Factory Cost of Goods Sold $13,900 
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Elton Rubber Company 
Schedule O 

Factory Materials and Supplies 
Month of January, 1950 


Inventory, January 1, 1950 14,000 

Purchased during January 5,200 


Total Available for Use . 19,200 

Used, per requisitions, as follows: 

Heat, Light, Power $ 50 

Factory Maintenance 100 

Other Manufacturing Overhead 200 

Production (raw mateiials) 4,350 4,700 


Inventory. January 31, 1950 14,500 


Elton Rubber Company 
Position Statement 
January 31, 1950 
Assets 

Current: 


Gash on Hand and in Bank 

Accounts Receivable 

! $14,000 

$ 6,300 


Less Allowance for Outstanding Discounts 

50 

13,950 


Inventories (at cost) — 

Materials and Supplies 

Work in Process 

. $ 5,600 
. 2,900 



Finished Goods ........ 

. 4,110 

12,610 


Insurance, Advertising, and Taxes Prepaid . 


1,350 

$ 34,210 

Fixed: 

Leasehold (net amortized value) .... 
Buildings and Equipment — Cost .... 

; $62,000 

$11,900 


Less Allowances for Depreciation . . . 

Equities 

5,970 

56,030 

67,930 

$102,140 

Current Liabilities: ' ' 

Accounts Payable ... ... . 


$13,000 


Notes Payable . . . , , . . . . 


5,000 


Payrolls, Commissions, and Interest Accrued . 


925 

$ 18,925 

Stockbolders* Equity; 

Capital Stock (800 shares, par $100) . . . 

« 

$80,000 


Retained Earnings . • • • . . . . 


3,215 

83,215 

$102,140 


shown as a single figure supported by a special schedule (Schedule 1, 
page 596) and the materials charge in this schedule is in turn sup- 
ported by a further tabulation (Schedule II, page 597). The distribu- 
tion and unassigned administration costs, on the other hand, are ex- 
hibited in some detail. It would be possible to condense further by 
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eiimioatiiig the subheads under distribution and administration 
from the main report and showing them, if at all, in subsidiary 
schedule form. 

It was pointed out in Chapter XXVI that costs of administration 
and office operation may be viewed as assignable, as a matter of prin- 
ciple, to production or factory costs on the one hand and distribution 
charges on the other. In this illustration no allocation of such costs 
to the distribution group has been attempted. 

Position Statement Based on Work Sheet. The position statement 
of the Elton Rubber Co., based on the completed work sheet appear- 
ing on pages 592-593, is shown on page 596. 

The form followed here is similar to that employed in earlier il- 
lustrations. The statement is condensed in some measure by the 
use of a single figure for cash, by showing factory materials and sup- 
plies, office supplies, and shipping supplies as one item, by combin- 
ing insurance, advertising, and taxes prepaid, by combining the four 
plant accounts, and by reporting the three accrued liabilities as one 
amount. 

Entries for Dividend Appropriations. To illustrate entries for divi- 
dends appropriated at the end of the period assume that in the case 
of the Elton Rubber Co. the board of directors declare a dividend of 
|800 at the close of business January 31, 1950, payable on February 
15 to stockholders of record on February 5, and that no entries re- 
flecting this action are included in the trial balance. If entries debit- 
ing income (or a special account) and crediting dividends payable, 
in the amount of $800, are included in the regular way in the work- 
sheet adjustments the amount of such debit may be listed in the 
debit income-statement column and the credit carried to the credit 
position-statement column as a liability. Then the balancing figure 
for the last four columns of the work sheet— all other data remaining 
unchanged—becomes a deficit after dividends or decrease in retained 
earnings of $1,085. Another possibility is to charge the amount of 
dividends to retained earnings and omit the effect entirely from the 
income-statement columns. The concluding figure of the work sheet 
will then be the net loss to stockholders, and the dividend charge 
must be picked up as a special item in the process of preparing an 
income statement based on the work sheet. 

The use of this example is not intended to suggest that dividends 
may in general be appropriated in the face of net losses. At the same 
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time it . may be noted that there is nothing necessarily improper in 
the appropriation of a dividend from retained earnings during a 
period of loss, particularly where the period is short and the par- 
ticular operating result is due to a seasonal slump. 

Supporting Working Papers. The general work sheet represents the 
backbone of the system of working papers employed by the account- 
ant at the close of the period. Ail of the underlying periodic sched- 
ules and compilations, in other words, are tied together and con- 
trolled by the columnar summary of ledger accounts, adjusting 
entries, and statement data. 

The importance of the subordinate working papers should be 
emphasized. In addition to facilitating the preparation of the work 
sheet itself, the auxiliary tabulations and analyses, if systematically 
compiled and filed, furnish essential reference material supporting 
the adjusting entries and are helpful in the making of the special 
schedules often required to supplement the principal financial state- 
ments. The need for complete working papers is particularly acute 
where the work of determining and recording periodic adjustments, 
and of preparing reports, is in whole or in part in the hands of an 
outside professional accountant. 

Among the underlying working papers are the compilations and 
confirmations arising in connection with the verification and recon- 
ciliation of cash and bank balances, the audit and analysis of receiv- 
ables, including adjustments for interest, bad debts, and other factors, 
the checking and valuation of investments, the determination of 
insurance expired and unexpired, the ascertaining of payrolls ac- 
crued and other accrued liabilities. Supporting computations and 
schedules’-sometimes quite extensive— are likewise required in con- 
nection with the audit of plant additions and retirements, the accrual 
of depreciation, and the handling of the inventory summaries and 
adjustments. Insome cases abstracts of particular journals and other 
records, or of particular accounts, are prepared. Special cost classi- 
fications and distributions, in addition to those records regularly 
maintained as a part of the internal accounting procedure, are often 
required. The schedules and lists prepared in reconciling subsidiary 
ledgers and controlling accounts may also be viewed as a part of the 
system of periodic working papers. Extracts from contracts, and 
copies of authorizations and communications of various kinds, are 
not infrequently included in the auditor's working papers. Where 
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the enterprise involved is incorporated schedules covering transac- 
tions affecting capital stock and retained earnings may be prepared. 
Needless to say the periodic working papers, like the more formal 
accounting records, wall vary in extent and character with the size and 
nature of the enterprise, and the accounting procedures employed. 

Questions 

1. Explain the use of special columns for manufacturing cost in the case of a work 
sheet for a manufacturing enterprise. 

2. Give illustrative entries in journal form covering the following: (a) process of 
accumulating costs in the original manufacturing cost accounts; (b) adjustment of 
manufacturing costs at close of period; (c) closing of adjusted manufacturing costs 
to work in process; (d) transfer of cost of work completed to finished goods; (e) 
recognition of cost of goods shipped. Indicate the nature of the cost records sup- 
porting the summarizing entries on the general books. 

3. What treatment should be accorded cost of spoiled work? Inventory shortage 
or overage? 

4. Explain the nature of a supporting schedule for factory cost of sales. For the 
element of direct materials cost applicable to current sales. 

5. Discuss the treatment in the work sheets pf entries covering dividend appro- 
priations. 

6. What does the phrase ‘‘working papers,” broadly used, comprehend? 
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Consignmeiits—Use of Special Accounts. Deliveries to sales agents 
are bailments rather than actual sales. Title to merchandise so de- 
livered remains with the consignor until the goods are disposed of 
by the consignee, and recognition of revenue and receivables is post- 
poned until the agent's report of sales is received. 

The traditional method of accounting for consignments to agents 
on the principaFs books invokes the use of special accounts designed 
to show the cost of goods consigned, the expenses incurred in ship- 
ping and selling, and the amount of consignment sales. Assume, for 
example, that the Manton Go. makes a shipment of produce to the 
Chicago Co., commission merchants, on consignment, to be sold at 
the best available market prices. The book cost of the goods to the 
Manton Co. is |2,000. The agreement provides that the Chicago 
Co. may deduct all transportation and handling charges, and a com- 
mission of 10% of selling price. A few days later the Chicago Co. 
reports the sale of the entire shipment, and sends a check for $2,300, 
the net proceeds. The agent's statement shows the following: total 
amount received, S2,800; transportation and other deductible charges, 
$220; commission deducted, $280; net proceeds, $2,300. With these 
conditions the following scheme of entries would be appropriate: 

( 1 ) 

Consignments — Chicago Co. . 

Merchandise . . . . , 

To record shipment to agent 

Chicago Co 2,800 

Consignment Saies 2, BOO 

To record sales as reported 


. . . . . $ 2,000 
$ 2,000 
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( 3 ) 

Cash 2,300 

Chicago Co 2,300 

To record agent’s remittance 

( 4 ) 

Merchandise Cost of Consignment Sales 2,000 

Commissions . 280 

Transportation and Handling * . 220 

Consignments — Chicago Co. 2,000 

Chicago Co 500 

To record consignment costs 


Under this procedure the amount of any transportation charges or 
other costs paid directly by Manton Go. would also be charged to 
the consignment account. If the agent sold the goods on account, 
without assuming the receivables, the consignment account should 
be closed and accounts receivable as reported by the agent should be 
opened. This would be desirable procedure even where collections 
were handled by the agent, for the consignor’s account, as the ac- 
counts under these circumstances belong to the principal rather than 
the agent and the vendor must depend upon the actual customers for 
the satisfaction of the indebtedness. Another variation, requiring the 
use of a temporary liability account, occurs where the agent remits 
the entire proceeds and is, in turn, paid by check for services ren- 
dered and costs incurred. Advances made by a consignee prior to 
actual sale may be credited directly to the consignment account or 
may be recorded in a special liability account— -the latter treatment 
being the more sound from the standpoint of careful presentation of 
all phases of the situation in financial statements prepared while the 
transaction is in progress. 

Memorandum Consignment Accounts. Under another approach to 
the problem of accounting for consignments a memorandum record 
of shipments to agents is maintained but no formal entries are es- 
tablished prior to receipt of the agent's report of sales. As has been 
indicated, goods out on consignment remain the property of the 
shipper and should be included in inventory instead of being re- 
ported as receivables. There is, therefore, no compelling reason for 
recording the fact of consignment by means of ledger entries. This 
approach has the advantage of postponing the formal recognition of 
the cost of goods consigned until actual sales are reported, or even 
until the close of the accounting period. Applying this general 
method to the example given above, there would be no ledger en- 


CONSIGNMENTS AND BRANCH ACCOUNTS 


603 


tries on the occasion of consignment. When the sale of the consign- 
ment was reported (and assuming the check had not yet been received) 
the transaction would be recorded as a regular sale, as follows: 

Chicago Co $2,800 

Sales $2,800 

The deductions for commissions and other charges might then be 
recognized by credits to the gross claim against the Chicago Co.: 


Commissions $280 

Transportation and Handling 220 

Chicago Go. $500 


The receipt of the check for the net proceeds, accounted for as other 
remittances by customers, would be recorded as follows: 

Cash $2,300 

Chicago Co $2,300 

The entries recognizing merchandise cost of sales could be recorded 
at this point, if the data were conveniently available and it were de- 
sired to puli the various parts of the transaction together; otherwise 
this step would be postponed and would become a part of the regular 
entries at the end of the period. It should be noted that the use of 
memorandum records at the time of shipment does not preclude the 
employment later of revenue and cost accounts with special designa- 
tions to facilitate the segregation of the results of each consignment, 
of the dealings with a particular agent, of all consignment business, 
or any other grouping desired. 

Treatment of Consignments as Actual Sales. Where the relation 
between principal and agent is solidly established, and sale regularly 
follows shipment at a price fixed by the consignor, it would be pos- 
sible, and often convenient, to invoice consignments at expected 
sale value and handle the transaction as an actual sale. Suppose, 
for example, that the M Co. consigns to the R Co., a regular agent, 
its monthly quota of 1,000 units, the established selling price being 
|2 each. If booked as a sale the consignment would be recorded 
as follows; 
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Then as the sales reports come in the charges for commissions and 
other deductions would be accrued, the agency account being cred- 
ited. Assuming commissions of |300 and other charges of $200 the 
following entries would be required: 


Comniissions, $300 

Transportation and Handling 200 

R Go, . . $500 


The R Go. account would also be credited for remittances by the 
agent as received. Assuming that there were no returns, and that the 
entire quota was disposed of without price adjustment in the period 
in which consigned, no amendment of the sales account would be 
needed and merchandise cost of sales would be recognized as a part 
of the regular entries for the period. If, on the other hand, the 
agent held unsold goods at the end of the M Co.'s fiscal period the 
accounts as they appeared on the vendor’s books would be somewhat 
misleading. The balance in the R Co. account would not be a true 
receivable and the sales account would be overstated by the amount 
of unsold goods at selling price. The most satisfactory adjustment, 
under these circumstances, would be to reverse the original entries 
(debit Sales and credit R Co.) for the amount of unsold product in 
the agent’s hands, and to take the goods out on consignment into the 
inventory at cost value. Then at the opening of the next period 
the adjusting entries would in turn be reversed, restoring the original 
condition. An alternative method of adjustment consists of setting 
up special allowance or contra accounts for the amount of estimated 
commissions, other charges, and earnings represented in unsold goods 
in the hands of agents. The allowances are established by charges to 
the overstated revenue accounts and the accounts of agents less the 
contra credits are taken into inventory. On the whole this form of 
adjustment is cumbersome and is more likely to lead to confusion 
and error than the procedure recommended. 

Granting the convenience under some circumstances of accounting 
for deliveries to established agents as regular sales it may still be 
concluded that this approach to the treatment of consignments 
should not be encouraged. In many cases the consignor is in no posi- 
tion to fix prices and the prices that will be realized are not definitely 
known upon the date of consignment. Here, clearly, it is impracti- 
cable to view consignments as sales. Further, in those situations in 
which prices are under the control of the consignor it may still be 
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necessary, in view o£ changing conditions, to make adjustments from 
time to time, while particular consignments are in process of disposi- 
tion, and this fact, coupled with the possibility of returns, the un- 
certainty as to the amount of deductions, and other complications, 
makes it preferable here also to base revenues on actual sales rather 
than on consignments. 

Segregation of Costs of Consignment Sales. The procedures out- 
lined above assume that it is feasible to isolate the cost of merchandise 
and the other charges applicable to each shipment or consignment. 
With respect to transportation charges and commissions this would 
ordinarily not be difficult, and in many cases the book cost of the 
merchandise shipped can be determined without great inconvenience. 
It should be pointed out, however, that in general there is no pe- 
culiar quality in consignment transactions, as compared with sales 
under other circumstances, which makes it practicable to ascertain 
and segregate all operating costs in terms of particular shipments of 
goods. In view of this fact it is not wise to emphasize unduly pro- 
cedures designed to disclose intermediate and incomplete margins 
applicable to each consignment transaction. Classification of reve- 
nues and costs by types of products and by departments and other 
functional divisions is much more important as a rule than classifi- 
cation by methods of shipment and selling procedure. On the other 
hand, there is no objection to the isolation of revenues and costs in 
terms of particular shipments where the circumstances are such as to 
make possible the ready determination of dependable figures. 

Consignment Records. Systematic files of consignment invoices, 
reports of agents, and other underlying records should be maintained 
in all cases. If desired a columnar consignment form can be readily 
designed which may be substituted for (or used to supplement) the 
ordinary ledger accounts. The nature of such a record is suggested 
by the example on the two following pages. Under some circum- 
stances the use of a specially ruled subsidiary card or sheet for each 
consignment— or for all consignments to a particular agent— is to be 
recommended. This is particularly desirable where a consignment 
will be sold by the agent in various lots over a considerable period, 
and the sales are covered by a number of agent's reports. 

Branch Sales. In lieu of employing outside agents many enterprises 
use one or more branches, established within their own organiza- 
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CONSIGNMENT 

Date 

No. of 
Consign- 
ment 

Agent 

Gross 

Pro- 

ceeds 

Deduc 

Commis- 

sion 

Freight 








tions, as sales outlets. Such branches vary greatly in size and in scope 
of authority and operating activity. Some are large stores, carrying 
a full line of merchandise; at the other extreme are small establish- 
ments with a stock restricted to samples. In many cases goods 
handled are acquired only through the main office; in other branches 
the manager is permitted, under certain conditions, to make pur- 
chases from outside sources. Some branches have charge of credits 
and collections, deposit receipts locally, and have authority to meet 
expenses by drawing upon the branch bank account; others have 
little or no control of accounts receivable, remit all receipts to the 
main office (usually through the medium of a local depository), and 
disburse cash only for small current items, from an imprest fund 
under the control of the general administration. 

Under a fully centralized system of branch operation all principal 
accounting records are maintained by the home office. Sales and 
merchandise cost of sales are recognized on the bases of regular re- 
ports from the branch, and branch accounts receivable are treated 
as are the accounts of other credit customers. If desired, ledger 
entries recognizing deliveries of merchandise to branches may be 
employed, as in the case of consignments to agents, although this 
procedure is not essential. In any event underlying records of ship- 
ments to branches must be maintained, and proper control and 
audit of branch operation established. 

Under a decentralized scheme of control the branch maintains a 
more or less complete system of books and accounts, self-balancing, 
and tied into the general books at the main office through the use of 
one or more complementary, interlocking accounts. Shipments to 
branches are charged to branch account on the general books and 
credited to main office account on the branch books. As sales are 
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reported by the branch the branch is charged on the main books and 
sales account is credited. Remittances from the branch are charged 
to cash and credited to the branch. In the case of branch sales on a 
credit basis, with billing and collection handled by the branch, the 
individual customer's accounts will appear only on the branch books. 

Use of Branch Books Illustrated. A simple example will serve to 
make clear the general procedure involved where a system of branch 
books is employed. The M Co. establishes a selling branch under 
the immediate control of a special manager. It is decided to employ 
a self-balancing scheme of branch accounts. The conditions under 
which the branch is to be operated are as follows: (1) all merchandise 
is acquired from or through the main office and is invoiced at cost; 
(2) under certain conditions branch credit sales are allowed; (3) the 
local manager is responsible for collection of branch account sales; 
{4) all receipts by the branch (other than from the main office) are 
deposited in the local bank; (5) no checks are drawn on the local 
depository other than those covering remittances to the main office; 
(6) specified branch expenses are paid in cash by the local manager 
from an imprest fund established and replenished by checks received 
from the main office; (7) at the end of each accounting period a com- 
plete inventory is taken on a cost basis; (8) income accounting on the 
branch books is restricted to a sales account and an operating account 
charged with cash expenditures from the imprest fund. 

During the first period of operation the transactions which affect 
the branch books are~in summary— as follows: (1) initial cash ad- 
vance from home office, by check, $1,000; (2) check for initial remit- 
tance from main office is cashed locally and the proceeds are divided 
between a change fund of $100 and the manager's imprest fund of 
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$900; (3) deliveries of merchandise to the branch, at cost, $30,000; 
(4) branch cash sales, $25,000; (5) branch credit sales, $2,500; (6) col- 
lections on account, $2,000; (7) amount deposited, in branch deposi- 
tory, the Commerce Bank, $27,000; (8) remittances to main office, 
$26,500; (9) checks received from main office to replenish imprest 
fund, $2,500; (10) operating charges paid in cash by manager from 
imprest fund, $3,000. At the end of the period the cost of merchan- 
dise on hand at the branch is $7,500, and supplies on hand amount 
to $100. For convenience it will be assumed that there are no other 
branch assets and no accrued liabilities. 

With these conditions the entries on the branch books through the 
period are as follows: 


( 1 ) 


Gash . . . . ......... 

Main Office 

To record receipt of initial advance 

. . $ 1,000 

S 1,000 

( 2 ) 

Imprest Fund .......... 

Change Fund . 

Cash 

To record establishment of special funds 

. . 900 

. . 100 

1,000 

Merchandise 

Main Office . . . . . 

To record receipts of merchandise 

( 3 ) 

. . 30,000 

30,000 

Gash . . , , . . . . 

Sales . . . . . . . 

To record cash sales 

( 4 ) 

. . 25,000 

25,000 

Accounts Receivable , . . 

Sales . . . . , , . . 

To record credit sales 

( 5 ) 

. . 2,500 

2,500 

Cash , . . . , . . . , 

Accounts Receivable. 

To record collections 

( 6 ) 

. . 2,000 

2,000 

Commerce Bank ...... 

Cash 

To record deposits 

( 7 ) 

. , 27,000 

27,000 

( 8 ) 

Main Office ........... 

Commerce Bank ......... 

To record remittances to home office 

, . 26,500 

26,500 
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(?) 

Cash . 

Main Office ............ 

To record receipt of replenishing checks 

2,500 

2,500 

Imprest Fund . 

Cash 

To record cashing of replenishing checks 

2,500 

2,500 

i (10) 

operating Costs 

! Imprest Fund 

i To record expenditures from fund 

3,000 

3,000 

The trial balance of the branch books at this point— in the order in 
which the accounts appear in the above entries— stands as follows: 

Main Office 

Imprest Fund 

Change Fund 

i Merchandise 

Sales 

Accounts Receivable 

1 Commerce Bank 

Operating Costs 

Dr. 

$ 400 

100 
30,000 

! 500 

500 
3,000 

Gr. 

$ 7,000 

27,500 


$34,500 

$34,500 

The adjusting and closing entries on the branch books are as follows: 

(1) 

Supplies 

Operating Costs 

To recognize inventory of supplies 

o 

o 

$ 100 

(2) 

Main Office 

Merchandise . , . . , . . . . . . 

To charge main office with merchandise cost of sales 

. 22,500 

22,500 

(3) 

' Sales V . 

Main Office , , . . 

To credit main office with sales 

. 27,500 

27,500 

(4) 

Main Office . . ... ... . . . . 

Operating Costs . . . . . . . - . . 

To charge operating costs to main office 

2,900 

2,900 

After these entries are posted the books of the branch show final 
balances as follows: 
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Main Office . 
Imprest Fund 
Change Fund 
Merchandise . 
Accounts Receivable 
Commerce Bank., 
Supplies .... 


Where the branch handies two or more main kinds of merchandise, 
and reports of sales and costs by classes of goods are desired, a more 
elaborate scheme of accounts is required. Similarly branch expenses 
may be classified into a group of accounts. 

It is assumed that no problem of spoilage or other special form of 
loss is involved. The assumption that expenses incurred at the 
branch are largely on a cash basis and are paid from the imprest 
fund is made for the sake of simplifying the iliiistration. Branch 
costs, like charges originating in the main office, may be incurred on 
account, and there are likely to be liabilities outstanding at the end 
of the period. 

Branch Entries on General Books. On the books at the main office, 
assuming that it is desired to segregate the principal elements of the 
branch situation, the entries covering the branch transactions of the 
above example are: 


Br. 

S 400 

too 

7,500 

500 

500 

too 


Gr. 

I 9,100 


% 9,100 $ 9,100 


( 1 ) 

Branch Cash $ 1,000 

Exchange Bank | 1 ,000 

To record initial deposit with branch manager 

(2) 

Branch Merchandise , . . 30,000 

Merchandise (or Finished Goods) . .... . 30,000 

To record deliveries to branch 

Branch Current . . . . . ... . . . . 27,500 

Branch Sales , . . . . . , . , . . . 27,500 

To charge branch with sales reported 

(4) 

Cash . 26,500 

Branch Current 26,500 

To credit branch with remittances 

(5) , 

Branch Current . . . . ; . *, . . . . . 2 500 

Exchange Bank 2 500 

To charge branch with replenishing checks ’ 
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( 6 ) 

Branch Operating Costs . . . . 3,000 

Branch Current 3,000 

To credit branch with expenditures reported 


At the end of the period the following additional entries are re- 
quired to recognize the inventories of branch merchandise and 
supplies; 


( 1 ) 

Merchandise Cost of Branch Sales $22,500 

Branch Merchandise $22,500 

( 2 ) 

Branch Current 100 

Branch Operating Costs 100 


At this Stage the debit balances in the branch cash, merchandise, 
and current accounts total |9, 100, the amount of the balance of the 
main office account on the branch books. 

Under this treatment branch sales, merchandise cost of sales, and 
expenses incurred at the branch appear on the main office books 
without cancellation, and these figures may be summarized through 
the use of a branch expense and revenue account. Where a concern 
has more than one branch it is generally desirable to maintain a 
separate group of operating accounts for each branch. The balance 
of a branch expense and revenue account, it should be noted, does 
not represent the net income (or loss) of the branch unless all general 
costs incurred directly by the main office and assignable to branch 
sales are included. Under an alternative procedure branch sales, 
merchandise cost of sales, and expenses incurred at the branch ap- 
pear on the branch books, while the main books reflect only the oper- 
ating balance. Through the introduction of duplicating accounts 
it is of course possible to show the entire story on each set of books. 

In the example the accounts receivable as such appear only on the 
branch books. (The branch current account on the main books 
covers the amount receivable from the branch on current business, 
including collections not yet remitted to the extent that total branch 
cash exceeds the original deposit with the branch manager, plus the 
amount of branch supplies on hand). If receivables were handled 
by the main office— other features remaining unchanged— it would be 
necessary to open accounts on the general books with credit custom- 
ers as reported from the branch. Such accounts might be controlled 
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by the regular account with receivables or by a separate account. On 
the branch books a debit to '‘main office'* would replace the charge 
to accounts receivable. 

Invoking Branch Shipments. On, what price basis shou'Id deliveries 
to branches be invoiced? This is a central c|uestion of branch ac- 
counting and has been much discussed. There are four principal, 
possibilities: (1) merchandise cost or approximate cost; (2) total esti- 
mated cost, including direct and indirect operating charges incurred 
to the date of delivery; (3) current selling price; (4) an arbitrary 
figure. If no branch books are to be kept it is also possible to con- 
sider invoicing in terms of quantities only. For most situations the 
first or second bases mentioned are to be recommended. If branch 
shipments are priced at cost the branch manager is familiar with the 
margin on which operation is being conducted and is in a position 
to act intelligently and eflEectively in his dealings with customers. 
Further, the accounts of both branch and main office are on a sound 
and understandable basis if costs are employed throughout, and no 
complex adjustments are required. On the other hand there is a 
technical objection to the use of cost figures in cases where it is diffi- 
cult or inconvenient to ascertain the actual cost of goods shipped in 
terms of individual consignments. The use of selling value is some- 
times recommended on the ground that branch merchandise records 
based on selling prices are especially valuable for general control 
and inventory purposes. This plan is not very satisfactory where 
selling prices are subject to frequent change and adjustment. In- 
voicing at selling price is also somewhat objectionable in that it 
involves an apparent recognition of increased values not validated 
by sale, and care must be taken, where this procedure is followed, to 
exclude all mark-ups applicable to merchandise on hand from assets 
and revenues. The use of an arbitrary price, finally, is sometimes 
supported on the ground that in some situations it is unwise to per- 
mit the branch manager to become acquainted with actual costs and 
margins, and that employing nominal figures is preferable to the use 
of uncertain and fluctuating selling prices. 

Where the goods sold through the branch have been manufactured 
by the company the use of the cost basis of invoicing branch deliv- 
eries means that the branch merchandise account is charged with 
total cost as accumulated through the cost system, the account with 
finished goods being credited. 
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Iiivoicing to Brancli at Selling Price. If selling prices are used in 
accounting for deliveries to branches the branch books will show an 
operating debit balance—excess of costs over sales—to the amount of 
ail costs other than merchandise recognized on such books, plus any 
loss due to unfavorable price changes or shrinkage and less any 
margin due to price increases or overage. On the general books it is 
necessary to credit some memorandum account, such as “shipments 
to branches” for the amount of the deliveries charged to the branch 
at selling price. To illustrate, assume that the M Co. ships goods to 
a branch priced at $50,000, estimated selling value, that sales are 
inade by the branch totaling $40,000, that the inventory at selling 
price amounts to $9,500, that expenses recorded on the branch books 
amount to $3,000, and that according to data compiled at the main 
office at the close of the period the merchandise cost of branch deliv- 
eries is $30,000. Assume, further, that since the cost of goods shipped 
to the branch is 60% of total selling price the amount of such cost 
applicable to the present inventory is 60% of $9,500, or $5,700, and 
that the balance of such cost— which includes the effect of unfavor- 
able adjustments during the period— is applicable to current sales. 
Under these conditions, and ignoring remittances and all other fea- 
tures, the entries on the branch books might take— in summary— 
the following form: 


( 1 ) 

Merchandise . $50,000 

Main Office ............ $50,000 

( 2 ) 

Cash (or equivalent) . . ... . . . . . 40,000 

Sales .............. 40,000 

(3) 

Operating Costs. . .... . . . . . . 3,000 

Gash (or equivalent). . ... . . , , . 3,000 

{ 4 )- 

Sales 40,000 

Main Office 3,500 

Merchandise 40,500 

Operating Costs 3,000 


On the general books the following entries would be in order: 

( 1 ) 

$50,000 


Branch Merchandise . 
Shipments to Branch . 


$50,000 
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( 2 ) 


Branch. Current , . . . ■ . 

Branch Sales 

* • • 

. . . 40,000 

40,000 

Branch Operating Costs 

Branch Current 

(3) 

. . . 3,000 

3,000 

Merchandise Cost of Branch Sales 
Merchandise 

(4) 

. . . 24,300 

24,300 

Shipments to Branch . , . . 

Branch Merchandise. 

(5) 

. . . 40,500 

40,500 

(6) 

Branch Expense and Revenue 

Merchandise Cost of Branch Sales . 

Branch Operating Costs 

. . . 27,300 

24,300 

3,000 

Branch Sales 

(7) 

. . . 40,000 



Branch Expense and Revenue 40,000 

The branch books now show a credit balance of |46,500 in the main 
office account. The general books, in turn, show a debit balance of 
$37,000 in the branch current account. The excess of the balance 
shown on the branch books is $9,500, precisely the amount of the 
inventory at the branch, at selling price, and displayed on the gen- 
eral books in the balance of the memorandum accounts “branch mer- 
chandise'' and “shipments to branch.” 

A similar procedure can be readily established to provide for situa- 
tions in which nominal prices, rather than either costs or selling 
values, are used in invoicing shipments to branches. 

Foreign Branches— Branch Accounts. Branches located in foreign 
countries present a special problem in that their sales and receivables 
(and other elements involved) commonly appear on the branch books 
in terms of the foreign currency in which the transactions are ef- 
fected, and conversion into domestic money terms is necessary in 
incGrporating the data of branch operations and financial position 
into the home office records. 

A simple example will serve to illustrate the principal questions 
of conversion and general procedure involved. The M Co. estab- 
lishes a selling branch in London. The branch is financed at the 
outset by a deposit of £2,500, the cost to the home office being $10,- 
000. During the first period of branch operation merchandise to the 
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amount of |50,500, invoiced at cost, is shipped to the branch, and is 
recorded on the branch books in pounds at the exchange rates pre- 
vailing when the respective shipments are received, the total being 
£12,500. The data of branch operation for the period are as fol- 
lows: (1) sales, £18,000; (2) collections, £16,000; (3) operating costs, 
£5,000; (4) remittances to home office, £12,000 (amounting to |48,600 
in domestic currency at the rates prevailing as remitted). For con- 
venience it will be assumed that the branch owns no fixed assets and 
that there are no liabilities at the end of the period. At this point, 
before adjusting entries are made, the branch books (in condensed 
form) stand as follows: 


Gash (in bank and on hand) 
Merchandise .... 
Operating Costs. 

Sales 

Accounts Receivable 
Home Office 


Dr. Gr. 

£ 1,500 
12,500 

5.000 

£18,000 

2.000 

3,000 


£21,000 £21,000 


(If desired the home office account on the branch books might be 
subdivided for the purpose of showing remittances and other major 
components separately.) 

The inventory of merchandise at the branch, priced at actual cost, 
is £2,000. The adjusting and closing entries at the branch, assuming 
operating results to be summarized on the branch books, are: 


( 1 ) 

Merchandise Cost of Sales . , . . . . . . . £10,500 

Merchandise .... . . . • . • . . £10,500 

To recognize merchandise cost of sales 

( 2 ) 

Expense and Revenue . . ... . . . . . 5,000 

Operating Costs ... . . . . . . . . 5,000 

To close operating costs 

(3) 

Sales . .... 18,000 

Expense and Revenue . 18,000 

To close sales 

(4) 

Expense and Revenue . • • 10,500 

Merchandise Cost of Sales . . . . . . . . 10,500 

To close merchandise cost 
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( 5 ) 

Expense, and Revenue 2,500' 

Home Office ... . 2,500 

To close operating balance into home office account 

The home office account on the branch books now has a credit bal- 
ance of £5,500, represented by cash to the anioiiiit of £.1,500, mer- 
chandise on hand totaling £2,000, and accounts receivable of £ 2 , 000 . 

Foreign Branches—Home Office Accounts. Continuing the above 
example, the accounts at the home office, prior to the receipt of 
report of branch operations, would show the following balances re- 
lating to the London branch— assuming that separation of the major 
elements is desired: 


Dr. Cr. 

London Branch — Cash Deposit. ...... $10,000 

London Branch — Merchandise 50,500 

London Branch — Receipts . . $48,600 


At the end of the period, when the data of branch activity are avail- 
able, the adjusting entries may be confined to a recognition of the 
disposition of merchandise and realization of the branch operating 
balance, no attempt being made to set up branch sales and operating 
charges. With respect to merchandise inventory, valued on a cost 
basis, the problem of conversion can be simplified in a measure by 
assuming either that the inventory is made up from the most recent 
shipments to the branch, or that it represents a cross section of all 
shipments. It would of course be possible, and convenient, to con- 
vert the inventory at the rate of exchange prevailing on the closing 
date, thus taking into account the loss or gain inhering in the inven- 
tory as a result of exchange fluctuation, but this would mean a shift 
from the strict cost basis of valuation. In this case it will be assumed 
that the first-in, first-out interpretation is employed and that by an 
examination of invoices to the branch, and rates of exchange pre- 
vailing on the respective dates thereof, the inventory valued in for- 
eign currency at £2,000 is found to have a cost in dollars of $8,100. 
The operating balance the resultant of numerous items of revenue 
and cost, may be converted through the use of a simple average of 
exchange rates (based on quotations from day to day, or week to 
week, as desired). This recommendation assumes that it would not 
be expedient to attempt to convert this balance in terms of the under- 
lying components, at the rates prevailing when these components 
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appeared on the branch books. Assuming an average rate for the 
period of 4.04 for the case in hand, the branch operating balance of 
£2,500 would amount to $10,100 in domestic money. 

The adjusting entries on the home office books at the end of the 
period accordingly are: 


( 1 ) 

London Branch — Current $42,400 

London Branch — Merchandise $42,400 

To adjust branch merchandise account to inventory basis 
of $8,100 

( 2 ) 

London Branch — Receipts 48,600 

London Branch — Current 48,600 

Fo close out temporary receipts account 

(3; 

London Branch — Current . , . 10,100 

London Branch — Income (special designation if de- 
sired 10,100 

To recognize branch operating balance 


riie 'Income" balance of $10,100 is subject to any charges on the 
home office books which are properly applicable to branch opera- 
tion. 

Under this scheme of entries the "current" branch account shows a 
debit balance of $3,900 (being the charges to the branch for cost of 
merchandise sold and operating balance, less the amount received 
from branch), the branch merchandise account shows merchandise 
on hand of $8,100, and the original deposit remains at $10,000. The 
three accounts together total $22,000, as compared with a home office 
account on the branch books of £5,500. If the exchange rate at this 
time is assumed to be 4.05 this means that the cash, receivables, and 
merchandise abroad have a value in domestic currency, granting 
that conversion might be possible without loss in value, of $22,275. 
The difference of $275 may be said to represent an implicit gain due 
to fluctuations in the exchange rates and methods of conversion em- 
ployed. If it were desired to reconcile the interlocking accounts on 
the branch and home office books in terms of the current rate of ex- 
change, it would be necessary to credit a special adjustment account 
on the home office books, debiting the current branch account with 
this amount. However, in view of the fact that the assets in the 
hands of the branch may not be liquidated and remitted to the home 
office for some time, and that further movement in exchange rates 
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may be anticipated, it may be argued that such an, acijustm„eiit is not 
imperative, at least in so far as ledger procedure is coiicemed. 

If it is desired to recognize the complete' data of branch sales, mer- 
chandise cost of sales, and operating charges on the home office books, 
this may readily be done by converting the various figures for branch, 
operations at average rates of exchange and recording the results on 
the main books by means of some such scheme of entries as shown 
earlier in discussing the procedures applicable to domestic branch 
establishments. It would also be possible to recognize the outstand- 
ing accounts receivable of the branch as a separate item on the home 
office books, instead of incorporating this balance in a “current' ac- 
count as was done in the illustration. The same would be true of any 
other specific asset (or liability) balance on the branch books. 

Foreign Branch Data in Financial Reports. In preparing a com- 
plete income report for a company wdth one or more foreign branches, 
it is desirable that sales and all other essential data be presented in 
terms of domestic currency, and separate conversion of all principal 
operating figures is necessary in this connection. If only the operat- 
ing balance shown by the branch books has been converted in adjust- 
ing the books of the main office, as illustrated above, the additional 
conversions may be made in the form of a supplementary schedule or 
work sheet, as suggested by the following: 


London Branch 
Income-Statement Data 



Pounds 

Rate 

Dollars 

Sales . . . ... . . . 

... 18,000 

4.04 

72,720 

Merchandise Cost of Sales . . 

. . . 10,500 

4.04 

42,420 

Branch Operating Costs . . . 

. . . 5,000 

4.04 

.20,200 

Operating Balance , . . . . , 



10,100 


The balance derived in this manner, |1 0,1 00, agrees with that ob- 
tained (see preceding'section) by converting the reported operating 
balance of the branch, £2,500. This balance, as indicated earlier, 
is subject to applicable charges incurred in dollars by the home office. 

In the preparation of a complete position statement for a company 
with a foreign branch it is necessary to incorporate ail branch assets 
and liabilities of the statement date, and this requires conversion of 
each item at an appropriate rate. In this connection it is usually 
held that the cash balance—and the figures for 6ther highly liquid 
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assets— should be converted at the rate prevailing on the date of the 
statement. With respect to current liabilities, likewise, the use of 
the current rate is advocated. In the case of the inventory the use 
of either the current rate or an average rate is deemed satisfactory by 
most accountants. As pointed out in the preceding section, con- 
version in terms of recorded costs, through the use of the first-in, 
first-out approach, is appropriate from an income-statement stand- 
point. To attempt a precise conversion as of the various dates of 
origin involved is generally impracticable for current assets and 
current liabilities, although often recommended for the balances of 
fixed assets and long-term liabilities. The following schedule, based 
on the final balances of the London branch as given in preceding 
sections, indicates the nature of the process of conversion: 

London Branch 
Position-Statement Data 



Pounds 

Rate 

Dollars 

Gash 

.... 1,500 

4.05 

6,075 

Merchandise . . . . . 

.... 2,000 

% 

8,100 

Accounts Receivable 

.... 2,000 

4.05 

8,100 

22,275 


* At rates prevailing on dates of shipment, using the first-in, first-out rule, which 
in this case give the same result as the use of the current rate. 

In connection with the conversion of branch assets and liabilities 
for statement purposes there is need of a special adjustment account 
to absorb the difference between the net branch equity resulting and 
the balance of the branch accounts as they stand in the home office 
ledger. If desired, however, the account may take the form of a sup- 
plementary record, which is appropriately revised from period to 
period, in lieu of a formal ledger account. See comment on conver- 
sion difference in preceding section. 

Questions 

1 . Outline the accounting treatment of sales through special agents or commission 
merchants. 

2. What adjustments are necessary at the close of the period where consignments 
are booked as actual sales? 

3. Should the revenues and costs of consignment business be segregated in the 
accounts? 

4. Outline a specialized form of account or record for consignments of large 
amount which will be sold by the agent over a considerable period. 

5. Under what circumstances is it desirable to use a self-balancing system of 
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books for selling branches? Explain what is meant by “interlocking” accounts in 
this connection. 

6. Open suitable skeleton accounts for the branch and post the entries for the 
example given on pages 607—608. Repeat, for the accounts at the main office. 

7. List the principal alternative bases of pricing invoices covering shipments to 
branches and comment on each. 

8. What special problem arises in connection with the handling of sales through 
foreign branches? Open appropriate skeleton accounts covering the example in 
the text and post all entries, for both branch and main office books. 

9. Discuss the conversion of the statement data of a branch in connection with the 
preparation of statements for the business as a whole. 
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InstailHieiii Sales— Treatnient as Account Sales. Merchandise that 
has a relatively high iinit price— household furniture and appliances, 
automobiles, office equipment, etc.— is often sold on the installmeiit 
plan, and this method of sale is also widely employed in dealings in 
real estate. In the case of the typical installment transaction a more 
or less substantial down payment is required by the vendor upon 
delivery, and collection of the balance in regular installments— often 
on a monthly basis— is provided for by a written contract. Under a 
common form of agreement title to the property remains with the 
seller until payment has been made in full, and repossession is in 
order if the customer defaults. Under another arrangement title is 
transferred to the buyer and the vendor is protected through a chat- 
tel mortgage or other form of lien upon the property for the balance 
due. 

It is not unreasonable in most situations to account for installment 
business in substantially the same manner as ordinary credit sales. 
That is, the series of claims against the customer may be set up as 
receivables, the sales account being credited "with the total amount 
of the contract. This treatment, which recognizes in full any ele- 
ment of income or loss involved in the period of sale, can be defended 
on the ground that installments receivable, buttressed by a down pay- 
ment and an explicit written contract, are sound receivables and 
therefore represent an adequate financial basis for income account- 
ing. Such statistics as are available, in fact, show that in some fields 
installment sales have a higher percentage of collectibility than sales 
on open account. It may be added that for income-tax purposes 
deferred-payment transactions may be handled in the same manner 
as other credit sales if the taxpayer so elects. 
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Need for Special Treatment— Use of Cash Basis. On the other hand 
a case can readily be made for a special treatment of installment 
business. In the first place a long period of collection tends in gen- 
eral to magnify the vendor’s risk. In the second place short-term 
receivables are more nearly the equivalent of purchasing power than 
long-term claims, however sound. Moreover, the procedure involved 
in handling installment contracts is somewhat more elaborate, and 
hence more costly, than that required for ordinary sales on account. 
Another feature of installment business as often conducted which 
makes somewhat questionable the recognition of the full contract 
price as revenue upon the occasion of sale is the fact that a consid- 
erable element of interest is implicit in such transactions. Where 
the agreement provides for a series of payments, with no mention of 
interest, it is nevertheless to be assumed that the contract price ex- 
ceeds an adequate cash price by an amount sufficient to yield a 
reasonable interest charge as well as to cover estimated costs yet to 
be incurred, and to book interest as revenue in advance of actual 
accrual— in any considerable amount or for any considerable period 
—is definitely objectionable. This point, of course, does not apply 
to installment contracts which require payment of interest on unpaid 
balances at a specified rate in addition to total sale price. 

The principal alternative to recognition of total revenue on in- 
stallment transactions on the occasion of sale is a scheme of account- 
ing for revenue in terms of cash collections. Under this procedure- 
in its most acceptable form— the contracts receivable are excluded 
from recognized assets, the property “sold” is retained in the vendor’s 
accounts until the final installment has been collected, revenue is 
credited with the amount of cash received in each accounting period, 
and costs incurred are applied to revenue in proportion to collec- 
tions. Use of the method is especially justified in cases where the 
amount of installment contracts entered into varies sharply between 
years and the contracts run for a considerable period. 

Cash Basis Illustrated— Entries During Period. The M Co., for ex- 
ample, begins the practice of selling a particular class of merchandise 
on the installment plan and decides to account for revenue in this 
department as collections ai'e made. During the first period 100 
units, which cost $75 each, are sold on the deferred-payment plan for 
$100 each. The contracts entered into with customers, all of which 
carry the same terms, provide for payment of $10 down, and $5 per 
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month, per unit, for eighteen months. The contracts also provide 
for the payment of interest at 6% on unpaid balances, calculated 
monthiy, from date of sale. All down payments are collected upon 
signing of contracts and delivery, a total of |2,000 is collected in 
monthly installments, and interest is collected in the amount of |125. 
Under these circumstances the following entries are appropriate to 
summarize the installment transactions of the period, 

( 1 ) 

Installment Contracts Receivable (the specific accounts) $10,000 


Installment Contracts Contra 110,000 

To record installment contracts entered into in self- 
balancing memo form 

( 2 ) 

Merchandise Delivered Under Installment Contracts . 7,500 

Merchandise 7,500 

To record delivery to customers of merchandise sold 
under installment plan 

(3) 

Cash 1,000 

Installment Collections . . 1,000 

To record cash received from down payments and result- 
ing revenue 

(4) 

Instaliment Contracts Contra 1,000 

Installment Contracts Receivable (the specific ac- 
counts) 1,000 

To record collection of down payments on individual 
customer sheets and control sheet 

(5) 

Gash 2,000 

Installment Collections 2,000 

To record collection of monthly installments 

( 6 ) 

Installment Contracts Contra 2,000 

Installment Contracts Receivable (the specific ac- 
counts) 2,000 

To credit customer sheets with amount of monthly in- 
stallment collections and charge total to control sheet 

(7) 

Gash . . . . ^ , 125 

'Interest Collections . ■ . 425' 

To record' interest collected 


Under this scheme of entries the entire contract price is charged to 
the customer, notwithstanding the fact that 10% is immediately col- 
lected. This is desirable procedure in that it provides for a complete 
record of the transaction. The interest entries might of course be 
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coml>ineci with the entries covering the collection of installments. 
As a matter of .underlying procedure it would be, desirable to accrue 
interest regularly in the self-balancing memorandum accounts and 
reverse the entries as collections of interest are made, but this practice 
is not reflected in the general entries given here. Consistency re- 
quires that the interest, like the installments receivable, be absorbed 
in income on a cash basis. 

Cash , Basis Illustrated-- Adjusting and Closing Entries. At the end 
of the first period, continuing the illustration, the following sup- 
plementary data are available. (1) One customer, who purchased one 
unit, defaulted on his contract after paying $20, and the merchan- 
dise, which has been recovered, has an estimated inventory value of 
$50; no entries have as yet been made covering this default and re- 
possession. (2) Five customers, each of whom purchased one unit, are 
in arrears for one installment each, with interest totaling |2; never- 
theless these balances are not considered to be uncollectible. (3) On 
the basis of the amount collected, excluding the total amount re- 
ceived on the defaulted contract, the equity of customers in mer- 
chandise delivered, in terms of cost, is 75% of $2,980, or $2,235. 
(4) Two customers, each of whom purchased one unit, have made the 
necessary payments in advance to complete their contracts. 

In view of these data the following additional entries are required: 


( 1 ) 

Merchandise (or a special merchandise account) . 

Merchandise Cost of Installment Collections .... 

Merchandise Delivered under Installment Contracts . 

To record recovered merchandise at estimated value and 
to close out cost of goods delivered on defaulted contract 

( 2 ) 

Installment Contracts Contra . . . . . . . . 80 

Installment Contracts Receivable (also specific account) SO 

To close out balance of defaulted contract 


$ 50 

25 

$ 75 


(3) 

Merchandise Cost of Installment Collections .... 2,235 

Customers’ Equity in Installment Merchandise . . . 2,235 

To recognize portion of merchandise cost applicable to 
adjusted collections for period and corresponding equity 
of customers in outstanding merchandise 


(4) 

Customers’ Equity in Installment Merchandise ... 150 

Merchandise Delivered under Installment Contracts . 150 

To close out cost of goods and charge customers’ equity in 
connection with contracts paid in full 



INSTAilMENT SALES 


625 


After these entries have been posted the following closing entries 


Installment Goilections $3,000 

Installment Expense and Revenue ...... $3,000 

To close revenue account to summary 

( 2 ) 

Installment Expense and Revenue 2,260 

Merchandise Cost of Installment Collections . . . 2,260 

To close merchandise cost of revenue to summary 

(3) 

Interest Collections 125 

Installment Expense and Revenue 125 


The summary account now shows credits totaling |3,i25 (the bal- 
ance of installment collections, .|o,()00, plus interest, |I25) and debits 
of S2,260 (merchandise cost, including the loss on recovered goods 
of §25), a balance of $865. In determining a final net, of course, 
all other applicable costs must be charged to this margin. See dis- 
cussion, later, of the question of the application of costs to install- 
ment revenue on a cash basis. 

At this point the balance of the account showing installment mer- 
chandise outstanding is |7,275. This is the amount of the original 
charge, $7,500, less the sum of the credits for the goods repossessed 
and the units covered by contracts paid in full, $225. The excess of 
this balance over the balance of the customers' equity account, now 
$2,085, amounts to $5,190, and represents the equitable interest of 
the M Co, in the outstanding goods. This amount, moreover, is Just 
75% of the total amount remaining receivable under installment 
contracts, $6,920, exclusive of interest. 

Other Possible Adjustments Under Cash Basis. No entries are 
given above with respect to the amount of past-due installments and 
accrued interest. The amount of installments in arrears might be 
segregated, as a part of the self-balancing accounts, by crediting in- 
stallments receivable and charging a special heading. In general 
proper notations on the cards of the delinquent customers, without 
formal entries, make an adequate record. When the delinquency is 
of such a character as to justify treatment as a default the merchan- 
dise should be repossessed and the customer's account credited (as- 
suming that suit or other legal action is inexpedient). 

No allowance for bad debts is required where the receivables in- 
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volved are recorded in self-balancing accounts which are not per- 
mitted to influence reportable asset values or revenues. A net loss on 
an installment transaction occurs, however, where the shrinkage in 
the value of merchandise, coupled with other related charges, is 
greater than the amount collected prior to default, but under the 
cash basis of recording revenue this loss is measured by the decline in 
merchandise value and the associated charges rather than by the 
uncollectible account which has never been recognized as an asset. 
Especially where the merchandise is not recovered the loss suffered 
through default may be substantial. If desired the amount of mer- 
chandise loss may be segregated in a special account. 

If a default occurs in a later period, after an equity in delivered 
merchandise has been recognized, the adjusting entries must include 
a charge to the customers' equity account for the amount therein 
arising from collections on the defaulted contract. 

Advantages of Procedure Outlined. The scheme of entries recom- 
mended here has a number of advantages over the usual treatment 
accorded installment sales which are being handled on a cash basis. 
The use of the self-balancing memorandum accounts to show^ install- 
ment contracts outstanding makes it possible to keep the necessary 
record of customers' charges, payments, and balances in debit and 
credit form and at the same time avoid introducing these data into 
the accounts on which the financial statements are based. Another 
desirable feature of the procedure is the special collections account 
to show gross revenue. The use of cash collected as the measure of 
revenue does not make it any the less desirable to report the total 
volume of revenue recognized each period in clear-cut fashion. The 
distinctive feature of the cash method of handling installment busi- 
ness is the deferring of revenue recognition until collection, and 
when the entire amount of a contract has been collected the credits 
which have been made to revenue account should equal the total 
contract price. (To the extent of amounts never collected, of course, 
the revenue account under this plan fails to disclose, at any stage, the 
full sale price.) 

The use of the '‘customers' equity" account in setting up the cost 
of merchandise applicable to collections is also desirable, assuming 
that a type of contract is employed under which the vendor retains 
title to the goods until collection has been made in full. By means 
of this device— coupled with the account which shows merchandise 



INSTALLMENT SALES 


627 


delivered— the precise situation is displayed. The accounts then 
show that the merchandise sold on installment contract, although 
delivered, remains a part o£ the inventory (in a broad sense) of the 
vendor, and that the buyer has acquired an equitable interest therein 
in proportion to the fraction of the contract price which has been 
paid. 

Installment Accounts in Statements. Where installment sales are 
handled like other credit sales the full amount of sales and all costs 
applicable thereto are carried to the income statement for the period 
and the unpaid balances of installment customers' accounts are in- 
cluded in the position statement as receivables. Where the cash 
basis of recognizing revenue is employed the amount of collections 
should appear as revenue in the income statement, with a proper 
proportion of costs incurred, and in the position statement—in lieu 
of the balance of installments accounts— the merchandise outstand- 
ing on uncompleted contracts, together with the customers' equity 
therein, should be reported. Either of two methods of presentation 
in the statement can be supported: (1) the customers' equity account 
may be shown as a contra to the cost of delivered merchandise on the 
asset side; (2) the cost of delivered merchandise may be listed, with- 
out deduction, among the assets, the equity account then being 
shown as a special type of liability. The first form of display is to be 
preferred where full title to merchandise outstanding has not been 
retained by the vendor; the second form can be defended where the 
title does not pass to the buyer until payment has been made in full. 
In any event the existing conditions should be clearly reflected in the 
statements, and explanations should be used as needed. 

It must be admitted that where the cash basis of handling install- 
ment sales is employed some difficulties of presentation are involved. 
It is not easy “to have one's cake and eat it too," and it is not alto- 
gether easy to maintain a record of customers' accounts and at the 
same time refuse to recognize such accounts as an element in finan- 
cial position. Nevertheless the method of presentation suggested, 
although not satisfying every legal and financial condition of all ixh 
stailment situations, does serve to display ail essential data and 
without doing violence to any established tradition of business re. 
porting. 

Merchandise delivered on installment sales is subject to deteriora- 
tion through use by the customer and there is the added risk tha^^ 
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the vendor may have difficulty in effecting repossession in the event 
of default. In view of these conditions there is some basis for the 
contention that a special allowance for possible loss should be estab- 
lished and shown in the position statement as an offset to the vendor's 
net equity in goods outstanding. In many cases, however, such an 
adjustment would represent unnecessary conservatism. The pay- 
ments made by the buyer are often more than adequate to offset 
shrinkage in the value of merchandise, and under the typical form 
of contract all payments are forfeited to the vendor in case of default. 

Application of Costs to Installment Revenue* The principal defect 
in the accounting for installment sales on a cash basis, as ordinarily 
practiced, is failure to assign costs other than the cost of the property 
sold to installment receipts in a reasonable way. If all other costs 
associated with installment business are charged in full against col- 
lections when incurred, as is usually done, the result in the income 
statement is a tendency toward understatement of earnings in the 
period of sale followed by an overstatement in later periods. 

A simple example will serve to illustrate the point. In the first 
two periods of operation the facts for a particular concern, selling 
goods only on the installment plan, are as follows: 


First Second 

Period Period 

Sales . $100,000 $75,000 

Collections , . 40,000 85,000 

Merchandise Cost of Sales 60,000 45,000 

Handling, Selling, and Other Costs . . . , . 25,000 18,750 


If there are no defaults or other complications the comparative in- 
come data under these circumstances/according to the most common 
interpretation of the cash basis, are as follows: 


First , Second 
Period Period; 

Collections $40,000 $85,000 

MerGhandise Cost . . ... . , . . . $24,000 151,000 

Handling, Selling, and Other Costs . . . , . 25,000 18,750 

Total Deductions . . $49,000 $69,750 

Net Earnings . . $ 9,000* $15,250 

-'^Loss, V'. '' ■ ; ' ■ ^ 


This treatment is unreasonable in that an important part of the 
total cost is charged to revenue on the sales basis rather than the 
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receipts basis, the avowed method of reporting. In other words, 
revenues and expenses are not harmoniously dealt with and do not 
reflect the same sections of operating activity. The correct presenta- 
tion, which places all costs on the same footing in terms of recognized 
revenue, may be indicated as follows: 


First Second 

Period Period 

Collections * 140,000 $85,000 

.Merchandise Cost Applicable . $24,000 151,000 

Handling, Selling, and Other Costs Applicable . . 10,000 21,250 

Total Deductions 134,000 172,250 

Net Earnings. 6,000 $12,750 


111 the first and incorrect determination the merchandise cost 
amounts to 60% of collections each period and other costs aiiiount to 
over 62% the first, period and only 22% the second period— an absurd 
situation, in the revised presentation the merchandise cost is again 
60% of collections each period and other costs amount to 25% of 
cash revenue each period— a much more reasonable picture. (The 
assumption made here that all costs are incurred in the period of 
sale ignores the fact that some collection costs and other charges 
may actually be incurred in subsequent periods.) 

The sound treatment as outlined has been objected to by ac- 
countants on the ground that it involves setting up administrative 
and distribution costs as a defen'ed charge, and it has never won the 
approval of the income-tax authorities. Nevertheless it is clear that 
a thoroughgoing shift from the sales basis to the receipts basis of 
recognizing revenue requires the charging of all costs to revenue in 
terms of collections. 

The 'matter is especially important, evidently, in situations where 
installment sales fluctuate sharply from period to period. 

Installment Sales of Real Estate. The cash basis of reporting reve- 
nue is particularly appropriate as applied to the affairs of specialized 
real estate firms where sales on contract bulk heavily in particular 
periods and the credit term is relatively long. For example, the Bell 
Realty Co. buys a tract of unimproved land at a cost of $100,000, 
spends $50,000 in building roads and otherwise developing the prop- 
erty, and then puts the tract on the market in the form of 100 lots 
priced at $2,000 each. During the year in which the opening of 
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the sale occurs 70 lots are sold on contract. The terms are 10% 
down, and |50 per month for thirty-six months, with interest at 
6% on balances. In addition to down payments, the collections of 
installments in the first year total |20,000; interest collections amount 
to 13,000. Commissions paid to salesmen amount to 5% of the total 
of the contract prices of all lots sold; all other costs total 1 16,000. 
There are no defaults the first year. For convenience it is assumed 
that no further improvement costs are incurred, or will be required 
in the future. : 

During the following year 20 lots are sold on the same terms. Col- 
lections during the year, in addition to down payments, amoiiiit to 
150,000. Interest collections total | 6 , 000 . The rate of commission 
is again 5% and other operating costs total |8,000. Three customers, 
who purchased one lot each in the preceding year, default; and the 
contracts are canceled, without refund. In two cases only the dow^ii 
payment was made; in the other case two monthly installments have 
been collected (both in the current year). Five customers, who pur- 
chased one lot each, complete their contracts by making advance 
payments, and deeds are issued covering the lots involved. 

The entries for the first period, beginning with the contract sales 
and omitting consideration of the application of commissions and 
other operating costs to revenue, are: 


(1) 

Instaiiment Contracts Receivable 1140,000 

Installment Contracts Contra .... . . . SI 40,000 

To record contracts receivable in self-balancing memo 
accounts 

(2) 

Lots Sold on Contract . . . . ... . . . 105,000 

Subdivision #1 (or other appropriate tide) . . . 105,000 

To set up cost of 70 lots sold in separate account 

( 3 ) 

Cash., ■ ., . ■ ■,.•■■■. ■ ' ■ .14,000 

Installment Collections. . 14,000 

To record cash from down payments and resulting 
revenue 

(4) . ... 

Installment Contracts Contra. . . . . . , . 14,000 

Installment Contracts Receivable . . . , , . 1 4,000 

To record collections of down payments 

" ( 5 ). 

Cash . . . 20,000 

Installment Collections . . , . . . . , , 20,000 

To record collection of monthly instsdlmcnts 
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( 6 ) 

Instaiiment Contracts Contra 20,000 

Installment Contracts Receivable. ..... 20,000 

To record monthly installments collected 

(7) 

Cash. . 3,000 

Interest Collections 3,000 

To record collections of interest 

( 8 ) 

Land Cost Applicable to Collections 25,500 

Buyers’ Equity in Lots Sold 25,500 

To recognize portion of land cost applicable to collec- 
tions and corresponding equity of buyers 

(9) 

Commissions 7,000 

Gash (or bank account) 7,000 

To record commissions paid of 5% of total sales 

( 10 ) 

Other Operating Costs (appropriately classified) . . 16,000 

Cash (or equivalent) 16,000 

To record other costs incurred duiing year 


The entries necessary to close collections and applicable costs to a 
summary account follow the usual fonn. 

At the end of the first year, on the basis of these entries, the total 
revenue for the period (the sum of down payments, collections of 
installments, and interest) is $37,000. The amount of land cost ap- 
plicable to this figure— determined by applying the percentage of 
total land cost, including improvements, to the total sales values 
based on present selling prices to collections, excluding interest—is 
$25,500. The question of the application of commissions and other 
costs is discussed later. In the position statement the amount of the 
cost of lots ‘'sold,’M 105,000, should be reported as an asset, from a 
strict legal point of view, and the buyers' equity, $25,500, should 
appear as a liability. The alternative treatment is to minimize the 
importance of the fact that title has not passed and treat the buyers' 
equity as a contra to the land cost of lots sold— a very reason- 
able approach where there is little likelihood of defaults on a large 
scale. 

Installment Sales of Real Estate— Entries for Second Year. The 
entries for the second year (aside from those covering defaults and 
completed contracts), conform to the same pattern, except for the 
changes in amounts. In condensed form they are as follows: 
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( 1 ) 

Installment Contracts Receivable . . . . . . 140,000 

Installment Contracts Contra ' 140,000' 

To record contracts receivable in self-balancing accounts 

( 2 ) 

Lots Sold on Contract 30,000 

Subdivision #1 30,000 

To close cost of 20 lots sold to special account 

(3) 

Cash. 60,000 

Installment Collections 54,000 

Interest Collections 6,000 

To record down payments of |4,000, collections of 
installments of S50,000, and interest of $6,000 

(4) 

Installment Contracts Contra 54,000 

Installment Contracts Receivable . ..... 54,000 

To credit buyers’ accounts with collections 

(5) 

Land Cost Applicable to Collections 40,425 

Buyers’ Equity in Lots Sold 40,425 


To recognize portion of land cost applicable to collec- 
tions on active contracts ($54,000 less collections on 
defaulted contracts of $100) and corresponding equity 
of buyers 

( 6 ) 

Commissions 2,000 

Other Operating Costs 8,000 

Gash (or equivalent) 10,000 

To record commissions paid (5% of total sales of 
$40,000) and other operating costs 

The entries covering defaulted contracts and recognition of com- 
pleted contracts are: 


( 1 ) 

Subdivision#! . . . . . $ 4,500 

Lots Sold on Contract . I 4,500 

To return cost of lots covered by three defaulted con- 
tracts to subdivision account 

( 2 ) 

Installment Contracts Contra. 5,300 

Installment Contracts Receivable 5,300 


To close balance of three defaulted contracts (total sale 
price, $6,000, less down payments of $600 plus two in- 
stallments on one lot of $50 each) from contracts re- 
ceivable 

(3) 


Buyers’ Equity in Lots Sold . . . . . . . . 450 

Revenue from Defaults . . , 450 


To close to special defaults account equity of buyers in 
defaulted contracts (75% of down payments of $600) as 
recognized at end of preceding year 
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( 4 ) 

Buyers* Equity in Lots Sold 7,500 

Lots Sold on Contract 7,500 


To close out cost of lots against buyers’ equity in case of 
five completed contracts — deeds issued 

The lots associated with the defaulted contracts are charged hack 
to the subdivision account at cost, on the assumption that there has 
been no impairment as a result of the entire transaction. 

The total revenue for the second year is the sum of the collections 
of iiistallinents and interest, §60,000. The item of revenue based on 
the elimination of the recognized equity of the defaulting buyers 
should also be reported in the income statement for the second year, 
although the fact that the cash involved was collected in the preced- 
ing period gives this element a special character. The land cost 
applicable to the revenues of the second year amounts to $40,425, 
75% of the instaiiment collections after the deduction of the amount 
collected currently on defaulted contracts. 

At the end of the second period, on the basis of the entries given, 
the balance of the account showing cost of lots sold is $123,000, and 
the balance of the buyers' equity account amounts to $57,975. The 
difference, $65,025, represents the equity of the Bell Realty Co, in 
the cost of the lots attaching to active contracts, and this amount is 
75% of the balance of the account with contracts receivable, now 
standing at $86,700. 

Instaiiment Sales of Real Estate-Application of Other Costs. The 
problem of applying the other operating costs in this case requires 
special attention. Under the usual procedure in practice, as pointed 
out earlier, all the charges except those representing the cost of the 
property are deducted in the period in which incurred. If this is 
done in this case the net earnings for the two years are determined as 
follows: 




First 

Year 

Second 

Year 

Cash Revenues. 

, .. . 

. . . . . 137,000 

$ 60 , 450 * 

Land Cost Applicable. 
Commissions .... 
Other Operating Costs 


. . . . .$ 25,500 

. . . . . 7,000 

. . , . . 16,000 

140,425 

2,000 

8,000 

Total Deductions . 


. . . . . 548,500 

550,425 

Net Earnings .... 

. ; , 

, . . . . 511 , 500 * 

$ 10,025 


* Loss. 

** Including amount of buyers’ equity recognized in preceding year on con- 
tracts defaulted this year. 
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As in tile example given previously these results are unreasonable. 
Under a fully consistent procedure, clearly, the commissions should 
be equitably assigned to the entire revenues, as recognized, arising 
from the sales to which these charges attach; and there is much to be 
said for a similar treatment of other costs. In the case of commis- 
sions the proper charge each year is 5% of installment collections, 
ignoring the question of a possible adjustment on account of de- 
faults. For the other operating costs a sound basis of spreading is 
not so readily determined, particularly where such costs do not rise 
and fall in proportion to the movement of sales. For a situation of 
the character under discussion a reasonable treatment would be to 
estimate the total amount of the costs not directly assignable to sales 
which it is expected will be incurred in marketing the entire sub- 
division, and use the percentage of such estimated amount to total 
estimated sales as a basis for the application of the charges to cash 
revenues. If, for example, the “other” costs in this case are estimated 
at 15% of the total expected sales of |200,000, the amount of such 
costs chargeable to revenue for the first year is $5,100 (15% of $34,- 
000, the installment collections) and for the second year, $8,100 
(15% of $54,000). 

If the tabulation on the preceding page is revised in accordance 
with these suggestions the result is as follows: 



First 

Second 


Year 

Year 

Gash Revenues. . . . . . . 

.... $37,000 

$60,450’ 

Land Cost Applicable 

.... $ 25,500 

$ 40,425 

Commissions . . . . . 

. . . . 1,700 

2J00 

Other Operating Costs 

.... 5,100 

8,100 

Total Deductions . . . . . . 

... . $32,300 

$51,225 

Net Earnings . . . . . . . 

. . . . $ 4,700 

$ 9,225 


* Inciuding amount of buyers’ equity recognized in preceding year on 
contracts defaulted this year. 


In the foregoing illustration a number of complications often aris- 
ing in the real estate field are avoided. Lots are usually varied in 
character and value; selling prices seldom remain fixed throughout 
the entire process of distribution; improvement costs are commonly 
incurred during the period of sale (and sometimes thereafter). The 
conditions assumed, nevertheless, serve to show the main features of 
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Contract No. Nam e Addres s Grove St. 

Contract Price $2^000 Interest Rate Bate of Contrac t 7/d/4P 


Down Payment Installment Date Final Date '^1^/32 

Description Subdivision ^ Salesman J' Walsh 


Date 

Amounts 
Due ' 

Principal 

Interest 

Memo 

Prin- 

cipal 

In- 

terest 

Date 

Dr. 

Cr. 

Bal- 

ance 

Date 

Dr. 

Cr. ' 

Bal- 

ance 

7/6/49 

200 


7/6/49 

2,000 

200 

1,800 





Down 

8/6/49 

50 

9.00 

8/8/49 


50 

1,750 

1 8/8/49 

9.00 

9.00 



9/6/49 

50 

8.75 

9/6/49 


50 

1,700 

9/8/49 

8.75 

8.75 



10/6/49 

50 

8.50 

10/6/49 


50 

1,650 

10/6/49 

8.50 

8.50 



11/6/49 

50 

8.25 

11/7/49 


50 

1,600 

\ 11/7/49 

8.25 

8.25 



12/6/49 

5G^ 

8.00 











the cash basis of reporting revenue from instaiiments sales in this 
field. 


Installment Sales Routine. Handling installment sales requires the 
adaptation of forms and procedures to suit the conditions attaching 
to such transactions, and where the volume of such business is large 
a highly specialized system is often developed. An essential feature, 
particularly where the cash basis of revenue reporting is employed, 
is a scheme of installment accounts which makes it possible to trace 
the entire course of the individual sale and collection record, as only 
where full details of each transaction are available is it possible to 
make precise entries recognizing costs assignable to receipts and the 
amount of the customers' equity. Proper adjustments covering de- 
faults and repossessions, further, require isolation of the data of the 
particular sale. 

In general it is desirable to maintain an account for each contract. 
The most significant unit for recording purposes, in other w^ords, is 
the particular contract rather than the individual customer. See 
.suggestive form above. Assuming that the cash basis is employed 
it is desirable that the accounts representing each year's sales be 
kept in a separate file or binder. It is also helpful to group accounts 
showing the same percentage of margin (mark-up on merchandise or 
other property cost). Contracts should be serially numbered and 
such numbers should appear on the invoices and customers’ accounts. 
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As a rule separate files should be maintained for completed, and cur- 
rent contracts and accounts. In some systems contract and install- 
ment account are combined in a single form. 

Questions 

1* Under what circumstances arc sales on the installment plan common? 
What are the usual features of installment contracts? 

2. What considerations tend to justify the recording of installment sales in 
essentially the same manner as other credit sales? What is there to be said for use 
of a cash basis of reporting revenue on installment contracts? 

3. Open skeleton accounts and post the entries given in the example on pages 

622-625. 

4. How should past-due installments be dealt with? 

5. Should an allowance for bad debts be set up in connection with installment 
business recorded on a cash basis? 

6. Outline the special advantages of the scheme of entries outlined in the text. 

7. How should the accounts showing merchandise or other property outstanding 
on installment contracts and customers’ equity therein be presented in the position 
statement? 

8. How should selling and other costs be applied to installment revenue which is 
on a cash basis? In what kinds of situations does the usual procedure produce very 
unreasonable results? 

9. Open skeleton accounts and post the entries given in the example on pages 
629-633. 

10. What is the essential feature of the routine procedure employed where install- 
ment accounts arc handled on a cash basis? 


XXXIII 


PARTNERSHIP ACCOUNTS 


Nature of Partiiersliip. A partnership is a coiitractiiai association 
of two or more parties to undertake some form of lawful business 
activity. The association is formed either by oral or written agree- 
nieiit and the relatioitship is subject to all the requirements of the 
law of contracts. As a rule only natural persons may become part- 
ners. In some cases a partnership in law is created if a person engages 
in business with one or more other persons, and permits himself to 
be represented to the public as a partner, even if there is no explicit 
contract between the parties. The joint venture— an association of 
individuals to carry out a single project— may or may not be consid- 
ered a partnership. Joint owmership of property and sharing of 
profit or loss, without a condition of mutual agency, does not create 
a partnership. 

There are a number of types of partners recognized by la%v or 
usage. The ''generaT" partner is one having unqualified rights and 
status; the **siieiit'' or ‘'donnant'* partner is a member of the firm 
who takes no active part in management; the “Junior'* partner is a 
inember wiiose share in the business is small and who exerts a minor 
irdiuence upon firm activities; the “seo'et** partner is one whose ex- 
istence or identity is not knowm to outsiders; the “ostensible'* or 
*‘nominar* partner is one w'ho appears to be a partner, although he 
may not actually be a member of the firm. 

The partnership, unlike the corporation, has no independent ex- 
istence as a legal entity, and accordingly has no powers or obligations 
in its own right. The assets of the firm are owned by the partners, 
not the partnership, and the liabilities of the firm are the personal 
liabilities of the partners, jointly and severally. This means that if 
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the firm assets are insufficient to meet the indebtedness of the busi- 
ness other assets belonging to the partners may be levied upon by the 
creditors, and without regard to the relative investments in the firm. 
An outstanding disadvantage of the partnership form of organiza- 
tion as compared with the corporation lies in this condition of un- 
limited liability. In the face of serious risk of the loss of additional 
property no considerable number of persons can be expected to join 
forces as partners, and the partnership is therefore not a satisfactory 
vehicle for large-scale operation. The partnership is also at a dis- 
advantage as a business enterprise with respect to continuity; the 
partnership is subject to dissolution upon the retirement, bank- 
ruptcy, or death of any partner, while in general the corporation is 
not affected— in its legal existence— by transfers of stock or any change 
in the status of the particular stockholder. On the other hand, the 
partnership as such is not subject to income taxation and is freer 
than the corporation at various points from government supervision 
and interference. Further, the control of the partner is more direct 
and involves less red-tape than that of the stockholder. 

In some states organizations known as “special’ ' or “limited” part- 
nerships are provided for. Such firms, having limited liability and 
transferable shares, are in effect corporations and should be classed 
as such for accounting purposes. 

An association of partners implies a sharing of profits or losses, 
if any, and in the absence of explicit or implicit agreement to the 
contrary the law commonly assumes that profits or losses shall be 
shared equally. Unless there is an arrangement to the contrary, 
moreover, each partner is assumed to have equal authority in the 
conduct of the enterprise. 

Partnership Agreement. In some states a written contract or “ar- 
ticles of copartnership” is required in connection with the organiza- 
tion of a partnership, and in ail cases the execution of a forma! 
agreement is to be recommended. However favorable may be the 
auspices under which a particular firm is launched, disagreement 
and dissension among the members are almost sure to arise if the 
significant questions of management, income distribution, etc. are 
left to oral agreement and informal understanding. 

The principal matters which should be fully covered in the 
agreement are: (1) the character of the business to be undertaken; 
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(2) tlie amount of capital to be contributed by the partners, and the 
form and manner in which payments are to be made; (3) the duties 
and powers of each member, or an enumeration of desired limita- 
tions of powers; (4) the rights of each partner with respect to with- 
drawals o£ cash or other property; (5) the manner in which income is 
to be accounted for and apportioned among the partners; (6) the 
amounts and handling of members' salaries or other special com- 
pensation, or a plan for determining such payments as the need 
arises; (7) the conditions under which a partner may withdraw from 
the firm, or dispose of his share; (8) the procedure to be followed in 
the event of complete liquidation. It is also advisable that a'^ciause 
be included which provides for a proper system of accounting. The 
articles must of course show the name and address of the firm, the 
names and addresses of all partners, and other pertinent details. 

Features of Fartnership Accounting. Notwithstanding the fact that 
the partnership does not constitute an independent legal entity it 
usually represents a distinct business enterprise, and in general the 
accounts of the firm should be restricted to the affairs of the partner- 
ship undertaking as opposed to the outside interests and activities 
of the members. Such a system, however, has its limitations as a 
means of furnishing information to firm creditors, and in special 
circumstances the necessary supplementary data should be made 
available. 

The peculiar features of partnership accounting arise primarily in 
connection with the equities of the members. As a rule two accounts 
are required for each partner. An investment or capital account is 
needed to show the amount of the original capital contribution and 
the changes, if any, arising from additional commitments or with- 
drawals of funds. A current account is also needed to register the 
assignment of profit or loss to the particular partner and the extent 
of ordinary drawings. The use of the two accounts makes it possible 
to draw a clear distinction betw^een capital status and income bal- 
ance, a desirable condition in the partnership as well as in the 
corporation. 

A third type of partner's account is useful wdierever the partner 
enters into a relation with the firm in some capacity other than that 
of a proprietor. If the partner becomes in effect an employee, for 
example, a special account may be set up to show the amount ac- 
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cruiiig in his favor as salary or %vages and the amounts disbursed or 
drawn' against such accrual. Similarly if a partner borrows from or 
loans to the firm, makes purchases from or sales to the organization, 
or enters into any other transaction in which he is ont' party and 
the partnership as a whole is the other, the use of a separate accoiiiit, 
appropriately labeled, is desirable. 

The discussion of partnership accounting in this and the succeed- 
ing chapter will center around the following: (1) entries required at 
organization; (2) partners' salaries; (3) division of income and treat- 
ment of drawings; (4) transactions between partner and firm; (5) 
admission of new partner and other forms of reorganizations; (6) 
liquidation and dissolution. 

Organization Entries— New Enterprise. In the simplest and most 
clear-cut case the partners' contributions are in the form of cash or 
bank deposits and are made simultaneously. Assume, for example, 
that M and R form a partnership, and that each partner, in ac- 
cordance with the terms of the agreement, contributes $10,000 in 
cash. The opening entries, in condensed form, are: 


Gash . . . 

M, Capital 
R, Capital 


$ 20,000 


$10,000 

10,000 


To vary the example assume that M furnishes cash to cover his 
share but that R makes his contribution in the form of a parcel of 
land with an accepted value of $5,000 and a thirty-day, 6% note for 
the balance. The following entries are required: 

Cash $10,000 

Land . . . 5,000 

Note Receivable (R) . , . ..... . . 5,000 

M, Capital . . . . . ..... 

R, Capital . . . 

Appropriate details should of course be listed to support the open- 
ing entries. Where the contributions are in whole or in part in 
property other than cash care must be taken to use reasonable values. 
In the partnership, it may be noted, there is no formal capital struc- 
ture with the accompanying tendency to overstate asset values if 
necessary to match capitalization. 


$10,000 

10,000 
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OrganizaiioB of Firm Based on Existing Concerns. Assume, for ex- 
ample, that M and R, retail dealers in adjacent communities, decide 
to join forces as partners, the firm to operate both stores. Their 
ledgers at the date of consolidation stand as follows: 


M 

Dr. Gr. 

Cash $ 5,000 Accounts Payable .... $30,000 

Accounts Receivable . . . 15,000 Allowance for Depreciation . 2,500 

Merchandise 40,000 M 31,000 

Unexpired Insurance . . . 500 

Prepaid Rent . ... . . 500 

Equipment 2,500 

$63,500 163,500 

R 

Dr. Cr. 

Cash. 4,000 Accounts Payable .... $25,000 

Accounts Receivable . . . 15,000 Mortgage on Real Estate . . 10,000 

Notes Receivable .... 5,000 Allowance for Depreciation . 4,000 

Merchandise . . . . . 45,000 Interest Accrued Payable . . 500 

Unexpired Insurance . . , 750 R. . . 57,750 

Land. ....... 7,500 

Building 15,000 

Equipment 5,000 


$97,250 $97,250 

The assets and liabilities as shown above are turned over to the new 
partnership at book values except for the following adjustments: 

(1) accounts of customers on M's books in the amount of |2,000 and 
on R's books in the amount of |3,000 are considered uncollectible; 

(2) M's equipment is given a value of 1,000; (3) R's land is appraised 
at | 10 , 000 , his building at |12,500, and his equipment at | 3 , 500 ; 
(4) interest is accrued receivable on R's notes, |100. R then con- 
tributes sufficient additional cash to give him a two-thirds interest. 
A new set of books is now opened for the firm. With these conditions 
the opening entries may be set up as follows: 


(t) 


Gash . . . . . ... . $ 5,000 

Accounts Receivable . .... . . . . . 13,000 

Merchandise 40,000 

Unexpired Insurance . 500 

Prepaid Rent 500 

Equipment 1,000 

Accounts Payable . . ■. , 

M, Capital 


To record acquisition of assets, assumption of liabilities, 
and M’s investment 


$30 000 
30,000 
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( 2 ) 


Cash . ■ . . . . . $ 6,650 

Accounts Receivable . 12,000 

Notes Receivable 5,000 

Interest Accrued Receivable 100 

Merchandise 45 ,000 

Unexpired Insurance 750 

Land 10,000 

Building 12,500 

Equipment ' . . . , . . . 3,500 

Accounts Payable 

Mortgage on Real Estate 

Interest Accrued Payable 

R, Capital 


To record acquisition of assets, assumption of liabilities, 
and R’s investment 


125,000 

10,000 

500 

60,000 


To avoid details no distinction is drawn in this example between 
cash on hand and cash in bank. 


Organization— Irregular Capital Contributions. Where the task of 
getting the firm under way consumes considerable time the capital 
contributions may be made more or less irregularly through the 
period of organization, and in some cases payments for construction 
or other operations are taken care of individually by the partners 
rather than from joint funds. Assume, for example, that M and R 
form a partnership with the understanding that each is to contribute 
$40,000. At the outset no funds are deposited to joint account but 
while the plant is being built and materials acquired M pays bills 
aggregating $30,000 and R similarly expends $45,000. The foilow’-- 
ing summary entries indicate the record required on the firm books: 


( 1 ) 

Sundry Accounts . . . . . 

M, Capital . . . . . . , 

( 2 ) 

Sundry Accounts ...... 

R, Capital . . . . . , . 

R, Advances . . . . . . 


$30,000 

$30,000 


45,000 

40,000 
■■ 5,000 


M now deposits $5,000 in cash to firm account and pays R personally 
$5,000 (and any additional sum required by way of interest). The 
proper entries are: 


Cash 

M, Capital 

(1) 

. . $5,000 

$5,000 

R, Advances. 

M, Capital 

(2) 

, . . 5,000 

5,000 
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The capital account of each partner now shows the contribution 
agreed upon, |40,000. Needless to say partners’ expenditures in a 
situation of this character must be carefully audited, and in general 
this method of contributing capital is not to be recommended. 

Salary Allowances. In many cases the time and effort which a part- 
ner devotes to the affairs of the firm are not in proportion to his 
relative capital interest. A junior partner who makes a small in- 
vesment, for example, may be very active in the conduct of the 
enterprise; in contrast a senior partner who contributes a major 
portion of the capital may give little attention to management. 
Moreover, the services furnished by the particular member may 
differ sharply in character (and hence in value) from those furnished 
by the other member or members. 

The most satisfactory method of preserving equity between part- 
ners in view of unequal service contributions consists of the granting 
of appropriate “salary” allowances. Assume, for example, that M 
and R form a partnership, investing |25,000 each, and that there is a 
definite understanding that M must give his entire time to the man , 
agement of the business while R is expected to render only inci- 
dental services. Evidently division of earnings in proportion to 
relative capital investments in such circumstances tvould be unfair. 
M is entitled to special compensation for personal services and the 
partnership agreement should provide for a reasonable assignment 
of income to M’s account before a distribution of profits as such is 
effected. 

Assume that it is agreed that M shall have a salary of |5,000 per 
year and that R shall be entitled to no allowance for personal serv- 
ices. With these conditions the accrual of M’s salary for one year 
may be recorded as follows: 


Administrative Salaries 15,000 

' M,' Salary Account - ' . ' . . . ' $5,000' 

When payment is made the accrued salary account is charged, as in 
the case of an ordinary liability. 

Interpretation of Partners’ Salaries. How should the charge for a 
partner's salary allowance be accounted for? Does it represent a cost 
of operation or a partial distribution of net income? It is difficult to 
give a hard-and-fast answer. The drawing of a salary by a partner 
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represents a transaction between the partner on the one hand and 
the firm on the other, and thus has in some measure the force of an 
ordinary transaction betw^eeii an outsider and the partnership. On 
the other hand a partnership does not constitute an iiidependeiii: 
entity in a strict sense and in view of this fact it is perhaps somewhat 
unreasonabie to consider the partner as capable of acting in the dual 
capacity of proprietor and employee. No doubt the interpretation 
should vary with the circumstances. Where there are a considerable 
number of partners and salaries are allowed to but one or two mem- 
bers who are active in administration but do not have the major 
investments, there is practical justification for treating the salaries 
in question as operating charges closely akin to the cost of services 
furnished by outsiders. This is especially defensible where the sal* 
aries are subject to negotiation from period to period and are in no 
way dependent upon the presence of net profits. Where there are 
but tw^o genuinely equal partners— partners, that is, who have made 
equal capital investments and who make substantially equal con* 
tributions of services— there is little excuse for salary adjustments, 
and if '‘salaries” are allowed in such a situation it would seem to be 
reasonable to interpret them as preliminary distributions of net 
proprietary income— an income derived from a coordination of capi- 
tal and personal efforts in a business venture. Between these two 
extremes there lies a range of less clear-cut cases. 

If the charge for a partner's salary is viewed as a preliminary dis- 
tribution of income the original debit should be lodged in the 
income account, or in a special account which is later transferred to 
the income summary. 

The interpretation of the credit to the partner covering a salary 
accrual hinges upon the significance of the charge. If the amount of 
the salary can reasonably be viewed as an operating cost it follows 
that the amount due the partner is a liability rather than a pro- 
prietary element and should be recorded and reported as such. On 
the other hand, if the charge has the effect of a special assignment of 
net income to a proprietor the credit to the partner appears to belong 
to the category of proprietary equity. The status of accrued part- 
ners' salaries from a legal standpoint depends upon the specific: 
conditions. 

In the income statement it is advisable to segregate, under appro- 
priate caption, salary allowances to partners, and there is something 
to be said for a preliminary showing of net, before any deductions 
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in .favor of members of the firm are recogn.ized. In the position state- 
ment, similarly, all a,iiioiints ‘'due*' partners should be clearly dis- 
tinguished from the claims of outside creditors. 

Persona! Services a.iid Income-Sharing Ratios. A salary allowance 
as a means of adjusti,ng unequal personal contributions by the part- 
iiers has the disadvantage of being somewhat inelastic in relation to 
fiiictuating earnings. Thus if it is agreed when the firm is launched 
t.hat a particular partner .is to have a salary of |5,0()0 per year the 
effect may be to place an unreasonable burden on the enterprise in 
l>ad years, and circumstances may develop, indeed, under which it 
will be quite impossible to meet the salary obligation. In some 
nieasure the difficulty can be met by determining the amount of the 
salary by special agreement at the beginning of each year, but even 
this method may not be fully satisfactory in cases where operating 
results are highly uncertain. For some cases, accordingly, there is 
something to be said for a plan which makes the compensation of 
the partner for services furnished contingent upon the amount of 
income, period by period. 

For example, if M and R make equal investments but M is ex- 
pected to furnish the major part of the necessary managerial services 
the articles might provide that M receive three-quarters and R one- 
quarter of earnings after all charges have been taken into account 
other than distributions to partners. Or, better, the articles may 
provide for a modification of income-sharing ratios from year to 
year, fay special annual agreements, in accord with the conditions 
obtaining. 

Under a compromise plan the income-sharing ratios as such are 
not disturbed but all or a part of the “salary” allowed to the par- 
ticular partner is determined at the end of the year in the form of a 
percentage of income realized, after all deductions other than dis- 
tributions to partners have been accounted for. 

Income Apportionment— Effect ' of Drawings. The simplest situa- 
tion is that of the firm with two equal partners, who have maintained 
their capital accounts without change throughout the period under 
consideration. Assume, for example, that M and R started a part- 
nership at the beginning of the year, each contributing $25,000, that 
there have been no drawings and no additional investments, and that 
the net proprietary income for the year is $5,000. The following 
entries are necessary to close the income account: 
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Income 15,000 

M, Current |2,50Cl 

R, Current 2,500 


If, now, each partner draws in cash the aniouiit of income assigned 
to him the partners’ equities remain unchanged at $25,CK)0 each. 

Conditions of this kind, however, are rare. Usually the partners 
find it desirable to draw funds from time to time during the year and 
this gives rise to the problem of controlling such drawings and of 
making proper allowance therefor in the distribution of income. A 
number of types of agreement are possible. The articles may state, 
for example, that no partner shall be allowed to draw in excess of 
the amount of net earnings which has been determined and credited 
to his account except with the express consent of his fellow partner 
or partners, and that any excess drawings agreed upon shall be 
treated as loans bearing interest at a specified rate. Or it may be 
agreed that during each week or month each partner may draw up 
to a stated maximum amount— based, perhaps, upon an estimated 
average income— in excess of the amount of earnings which has been 
credited to him, and that such drawings shall have no effect upon the 
apportionment of income. Or the agreement may provide that in 
the event a particular partner’s average net book equity for any 
period falls below his fixed capital contribution his percentage share 
of net earnings shall be appropriately adjusted. And so on. In no 
event should drawings be permitted that will impair working capital 
and thus jeopardize the position of the enterprise. 

Drawings made in anticipation of income that fails to materialize 
should in general be made good by the partner, and this point may 
well be covered explicitly in the agreement. 

Adjustment for Drawings Illustrated. For example, assume that M 
and R form a partnership as of January 1, each contributing $25,000 
in cash. The articles provide that profits shall be shared equally 
but that at the end of each year the current account of each partner 
shall be charged, and the account of the other partner credited, with 
interest at the rate of 6% per annum on one-half of ail drawings in 
excess of the net amount of income credits to such account, for the 
period of the deficiency. During the first year of operation the books 
are closed quarterly, and the record of earnings is a loss of $1,000 for 
the first quarter and profits for the three remaining quarters of 
$1,500, 12,500, and $1,800, respectively. The drawings for the year 
are as follows; 
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M R 

..April 1 . . ' $ 500 May 1 $ 200 

June 30 . 1,000 September 30 800 

October 15 500 December 15 1,200 

December 1 300 


’Under these conditions M's current account shows a debit balance 
in excess of drawdngs until June SO, and a debit balance of $1,250 
from. June oO to September 30, when the account is just balanced by 
the income credit. Similarly R's current account shows a debit bal- 
ance in excess of drawings to June 30, and a credit balance thereafter 
uiiti! December 15, when a deficiency of $700 arises. The computa- 
tion of interest charges, therefore, is as follows: 


M’s Account 

On $250 (one-half of $500) for 3 months (April 1 to June 30) . . . . $3.75 

On $625 (one-half of $1,250) for 3 months (June 30 to September 30) . 9.37 

On $250 (one-half of $500) for 234 months (October 15 to December 31) . 3.13 

On $150 (one-half of $300) for 1 month (December 1 to December 31) . .75 

$17.00 

R’s Account 

On $100 (one-half of $200) for 2 months (May 1 to June 30) .... $1.00 
On $350 (one-half of $700) for 34 month (December 15 to December 31). .87 


$1.87 

The year-end entries covering the adjustment on account of draw- 
ings are: 


M, Current. . 

R, Current . . . 

(1) 

. . . $17.00 

$17.00 

R, Current . . . ' . 

M, Current . 

( 2 ) 

. . . 1.87 

,T.B7' 


A net charge to .M' a.iid credit to R of $15.13, evidently, would. have 
the. .same effect. 

Charging each partner's account in the example given wdth interest 
on one-half his excess drawings is equivalent to charging him wdth 
interest on the portion taken from the capital of the other partner. 
The same final result would be obtained by charging each partner 
with interest on the full amount of excess drawings, and crediting- 
income. Thus if the current accounts of M and R were charged 
with $34.00 and $3.75, respectively, and the total adjustment of 
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$S7.75 were treated as interest earned, the share of each in such in- 
come would be $18.87, and the net effect upon M'‘s accoiiiit would be 
a, charge of |15.1S, and upon R's account a credit of |15.13. 

Stated in terms of effect upon the distribution of the year's iiicoiiit' 
of §4,800 the net adjustment of §15.13 on accoiiiit of drawings re- 
duces .M’s sha.re from $2,400 to §2,384.87 and increases Ws share to 
12,415.13. 

To illustrate another method of adjustment assume all conditions 
as before except that the agreement between M and R deals with the 
question of drawings by providing that where a partner's average net 
book equity for the year fails below $25,000 his percentage share in 
annual net income shall be reduced to a fraction of which his average 
net equity is the numerator and the sum of such average equity and 
the original capital contribution of the other partner or the average 
net equity of the other partner for the year, whichever is the lower, 
is the denominator. This arrangement has the effect of penalizing a 
partner for drawings which result in reducing capital below the fixed 
amount without giving him any advantage for leaving available in- 
come in the business. The required average equities on the basis of 
recorded entries— taking into account both drawings and quarterly 
closings of the income account— can be approximated in terms of 
monthly units as follows: 


M R 


25,000 

X 

3. = 

75,000 

25,000 

X 

3 = 

75,000 

24,000 

X 

3 = 

72,000 

24,500 

X 

1 

24,500 

23,750 

X 

3 - 

71,250 

24,300 

X 

2 = 

48,600 

25,000 

X 

M - 

12,500 

25,050 

X 

3 ' - 

75,150 

24,500 

X 

m = 

36,750 

25,500 

X 

2H - 

63,750 

24,200 

X 

1 ' = 

24,200 

24,300 

X 

M - 

12,150 


12 

291,700 


12 

299,150 


Dividing, M's average capital is found to be §24,308.33, while R’s 
average is found to be $24,929.17— both figures less than the required 
amount of $25,000. M's share of the net income of $4,800 is there- 
fore 2430833/4923750, or $2,369.74, and R’s share is 2492917/4923750, 
or $2,430.26. 

Income Apportionment— Effect of Income Balances. Should the 
distribution of income be affected by the fact that a particular part- 
ner fails to diaw the full amount of income assigned to his account? 
Assuming that the funds involved can be used to advantage in the 
business an affirmative answer is indicated. On the other hand if the 
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partner leawes a portion of the earnings in the firm to suit his own 
convenience and the funds are not needed by the enterprise, there 
is no basis for increasing the extent of his participation in subsequent 
profits. 

One method of recognizing the effect of income balances is to treat 
such amounts as *‘Ioans" to the firm. For example, M and R, equal 
} partners, have made a profit in their first year of operation of $5,000, 

> and the amounts drawn during the year are $2,000 and $1,000, re- 

I spectively, which leaves an income balance of $500 in M's account 

I and $1,500 in R's. In the next year there are no drawings and net 

1 income for the period is $3,000. The articles provide that at the 

j close of the annual accounting period each partner shall be credited 

I with interest on undrawn income from preceding periods at the rate 

of 6% per annum, as a preliminary step in income distribution. 
The income of $3,000 is accordingly divided as shown by the foliow- 
^ ing: 


$ 30 

90 


( 2 ) 

Income 2,880 

M, Current .......... 

R, Current 

To apportion balance of income equally 

In a situation in which earnings were not sufficient to cover inter- 
est allowances on income balances it would of course be impossible 
to treat such allowances as a preliminary distribution of income. 
The spirit if not the letter of the agreement might still be carried 
out, however, by crediting each partner with interest on one-half his 
income balance, the other partner's account being concurrently 
charged. In the example given this would mean crediting M with 
$15 and R with $45 and charging M with $45 and R with $15— which 
boils down to a net charge to M of $30 and a corresponding credit to 
R. See preceding discussion of similar adjustment on account of 
excess drawings. 

Perhaps the most equitable way, in general, to recognize in income 
distribution the effect of fluetuations in the net investment of the 


1,440 

1,440 


Income S 120 

Mj Current 

R, Current . . . . . 

To credit partners’ current accounts with interest at 6% for 
one year on income balances of $500 and $1,500, respec- 
tively 
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partner, np or down, is to apportion income in terms' of relative 
average net investments for the period under consideration. Th'us 
if M*s average commitment of funds for a year is |24,000 and R's is 
S26,000, it would seem to be appropriate to apportion the profits in 
terms of the ratios 24/50 and 26/50. Aside from the trouble of de^ 
fining and computing averages, however, such a method of division 
raises a question as to the significance of drawings and income bah 
ances in relation to the firm’s working capital and tends to obliterate 
the useful distinction between capital and current accounts. 

Where a joint decision has been made to retain an income balance 
permanently or for a considerable period as business capital, the 
partner’s current account should be charged and his capital account 
credited in appropriate amount, and the addition to capital should 
thereafter be taken into consideration in the apportionment of in- 
come. If provision for such a contingency is not included in the 
original articles an amendment or supplementary agreement is in 
order. 

Treatment of Losses. Losses are usually borne in the same ratios 
as profits are shared, and like profits should be regularly closed to 
the partners’ accounts. Losses may be recorded temporarily in the 
current accounts, as offsets to capital, but unless they are absorbed 
shortly by income credits they may as well be deducted from the 
capital balances. 

Occasionally the agreement provides for loss-bearing ratios which 
are not the same as the profit-sharing percentages. M and R, for 
example, form a partnership, each investing |25,000. In part as a 
recognition of special services furnished by M the profits are to be 
shared on a 60-40 basis, while losses are to be borne equally. In the 
first period of operation the firm suffers a loss of |2,000. The entries 
apportioning this loss are; 


M, Current (or M, Capital) $1,000 

R, Current (or R, Capital) 1,000 

Income $2,000 


The following period the firm makes a profit of |3,000. The appor- 
tioning entries are: 

$3,000 

1,200 


Income . 

M, Current 
R, Current 
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Sucli arrangeiiieiits, unless carefully covered in the agreement, are 
likely to lead to disputes. Assume, for example, that M and R suffer 
a loss of $500 in the first quarter, a profit of 1 1,000 and $2,000, re- 
spectively, in the second and third quarters, and a loss of $700 in the 
fourth quarter of a particular year. If the results of each quarter 
are separately apportioned the figures are as follows: 

M R 


Loss Profit Loss Profit 

First quarter ........ $250 $250 

Second quarter ....... S 600 $ 400 

Third quarter 1,200 800 

Fourth quarter 350 350 


$600 $1,800 $600 $1,200 

If the entire year is taken as the period of determination, on the 
other hand, M is credited with 60%, or $1,080, and R with 40%, or 
$720, of the year's net income of $1,800. The agreement, evidently, 
should clearly indicate the period in w^hich income or loss is to be 
reckoned. 

A question may also arise as to the treatment of special gains and 
losses resulting from particular transactions not included in the scope 
of ordinary operations. Suppose, for example, that M and R sell a 
piece of land at a loss of $2,000, although the operating net profit 
for the period in which the sale occurs is $4,000. Should the special 
loss be divided 50-50 and the operating net 60-40? There is no satis- 
factory answer except that which may be provided for by explicit 
agreement between the partners. 

Loans to Partners. Aside from indirect borrowing in the form of 
drawings a partner may borrow explicitly from the firm, giving his 
note for a definite term for the amount of the loan. How should 
such a transaction be interpreted? Since the firm does not consti- 
tue a distinct entity apart from the partners themselves it might be 
argued that a loan to a partner is merely one form, of drawing, and 
that the indebtedness of the partner should be viewed as an offset to 
firm capital rather than as a genuine asset. This position is especially 
reasonable when considered from the creditors’ standpoint. To the 
creditor a loan from the firm to a particular partner results, at least 
for the time being, in a reduction in effective business assets: and if 
the funds borrowed are not invested in realizable (and legally avail- 
able) assets the net result of the transaction is a decrease in the total 
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resources upon which the security of creditors' claims rest. Viewing 
the partnership as a business enterprise, on the other hand, it may 
be urged that the indebtedness of the individual partner represents 
a sound, collectible receivable and therefore a good asset. It may be 
held, in other words, that the partner in his individual capacity is 
c|uite distinct from the group of partners as a firm, and that a trans- 
action between the partner as an individual and the organized part- 
iiership should be accounted for substantially like transactions be- 
tween any outside party and the firm. No doubt the practical 
significance of loans to partners varies with the circumstances. A 
relatively small loan for a short period may well be treated as a re- 
ceivable; a large and inci'easing “loan" to a partner with a controlling 
interest may amount to a permanent contraction of firm capital. In 
any event the special character of loans to firm members should be 
indicated by setting such receivables up under special headings, in 
the ledger as well as in the statements. 

For an example assume that M, an equal partner with R, is 
loaned $5,000 from firm funds for six months on his 6% note, and 
that at maturity the note is collected in full with interest. The en- 
tries--assuming no interim interest accrual— are: 

a) 

M — Note Receivable $5,000 


Bank . . 

To record loan to M (details) 



. . . $5,000 

Cash . . . . . . 

M— Note Receivable . 
Interest Revenue 

(2) 

. . . 5,150 

. . . 5,000 

. . . 150 


To record collection of M’s note (details) 


Does the interest credit represent a true earning? An affirmative 
answer is not unreasonable. From the standpoint of the partnership 
as a whole an item of income has been realized. From the point of 
view of M, the borrowing partner, however, the payment of $150 
over the amount drawn from joint funds represents a return of $75 
to R as interest for six months on his equity in the borrowed capital 
plus a deposit of the same amount for the purjx)se of maintaining 
M's equity at the same level as R's. 

To vary the illustration assume that at the due date M finds him- 
self short of funds and it is agreed that the note may be renewed for 
another period of six months and that M's current account shall 
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be charged with the amount of interest. The conventional entries 
are: 


M, Current $150 

Interest Revenue $150 


What is the significance of the interest credit in this case? , It is 
hardly true income, as there has been no increase in total assets or in 
total proprietorship. The transaction simmers down to a decrease 
ill M’s net equity and a corresponding increase in R’s equity. This 
would be apparent if the supposed revenue were immediately appor- 
tioned betw^een the two partners, as follows: 

Interest Revenue SI 50 

M, Current . $,75 

R, Current 75 

The result, evidently, is a net charge to M and a net credit to R 
of 175. 

Sales to Partners. Sales to members of the firm, like loans to part- 
ners, raise a question of interpretation. If the partner is treated as 
a genuine outsider with respect to price and other terms the reason- 
able procedure is to credit sales and charge either the partner's cur- 
rent account or— better— a special account to be handled like other 
receivables. If, on the other hand, the partner is permitted to with- 
draw merchandise at cost against the credit balance in his current 
account the transaction is in a class wdth the drawing of cash and has 
nothing to do with revenue. In general the partnership agreement 
should provide for the first treatment, as this is more acceptable 
from the standpoint of departmental accounting, is more convenient 
as a matter of bookkeeping routine, and is the only way in which 
equity can be maintained between partners buying different amounts. 

Where sales to partners are large attention should be called to this 
condition In the periodic reports. There is always a possibility in 
such cases that the terms are not on an ordinary commercial basis, 
and that as a result revenues are being overstated or understated. 
From the standpoint of operating success and financial standing, 
moreover, sales to members of the organization do not have the sig- 
nificance of transactions with outsiders. This is particularly true 
when the transaction is considered from the point of view of the 
partner to whom the sale is made. 
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„ : Similar questions arise, it may be added, in the handling of pur- 
chases ol goods or services from one or more partners. 

Questions 

1. Describe the partnership. What are its principal advantages and disad- 
vantages as compared with the corporate fonn of organization? 

2. Name eight matters which should be covered by the contract between part- 
ners. 

3. Discuss the use of partners’ capital and current accounts. Under what cir- 
cumstances may a third type of account be required? 

4. Give illustrative opening entries: (a) for firm representing a new enterprise; 
(fo) for firm baised on an existing concern or concerns. 

5. Illustrate a situation in which capital contributions are irregular. 

6. Why are salary allowances for the partners sometimes desirable? Illustrate. 

7. How should salary allowances be accounted for? Discuss the alternative 
interpretations from the standpoint of income statement and position statement. 

8. What is the objection to the setting of a fixed salary for one or more partners 
in the articles? 

9. With illustrative entries present what you deem to be a model plan of deaEng 
with the effect of drawings and accumulated earnings upon income distribution. 

10. What special problems arise where loss-sharing ratios are not identical with 
profit-sharing percentages? 

11. Indicate the principal interpretations of loans to partners and interest on 
such loans. Can an enterprise realize income from a transaction which does not 
affect total asset values or total proprietorship? 

12. How should sales to partners be accounted for? Purchases of property or 
services from partners? 
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Admission of New Partner— Investment in Excess of Book Value. 
Where one or more new partners is admitted to the firm— for the 
purpose of expanding the business or for other reasons— the old firm, 
from a strict common-law standpoint, goes out of existence and a new 
concern takes its place. In accounting for such a reorganization, ac- 
cordingly, there is some excuse for using an entirely new set of rec- 
ords, with opening entries covering ail assets acquired, liabilities as- 
sumed, and the several proprietary investments. As a practical 
matter, how^ever, it is often expedient to assume continuity of the 
enterprise and make such entries in the existing records as are needed 
to recognize the new conditions. 

In the admission of a new partner a problem of revaluation of 
assets and partners' accounts is likely to arise in view of the fact that 
the amount of the new member's investment, in cash or equivalent, 
is often not in accord wdth existing book values. If the firm has been 
unusually successful, or if particular assets have appreciated, the 
newcomer will presumably be required to make an investment large 
enoiigh to cover his share in the unusual opportunities or enhanced 
values. And if the partnership has not been particularly successful, 
or if there is some question as to the validity of particular assets as 
recorded, the incoming member cannot be expected to make his de- 
posit except on the basis of a dowmward revision. 

The M R Co., to illustrate, finds that additional funds are needed 
to take care of increasing volume of business and an arrangement is 
made to take in T as an equal partner. At the date of reorganizatiou 
the books of the firm show the following status: 

655 
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Dr. Gr., 

Gash. $ SjOOO Liabilities ...... I 20,000 


Other A«ett . • . . . 95,000 M, Capital 40,000 

R, Capital 40,000 

$ 100,000 1100,000 


It is agreed that the assets as recorded represent sound values but 
that in view of the established earning power of the business T must 
make an investment of |50,000 to secure a one-third interest. This 
is equivalent to placing a value of |20,000 on the goodwill (or other 
intangibles) of the old firm, and the question arises as to how T's ad- 
mission shall be recorded under these circumstances. If the good- 
will is recogiiized“"the treatment which accords with the valuation 
T is in effect placing on the business— the following entries are in 
order: 


( 1 ) 

Goodwill $20,000 

M, Capital 

R, Capital . 

To set up goodwill and adjust accounts of M and R ac- 
cordingly 


$10,000 

10,000 


( 2 ) 

Gash 50,000 

T, Capital. 50,000 

To record T’s investment 


A possible objection to this treatment is that it involves an expan- 
sion of assets and equities not realized by actual sale, and from the 
point of view of M and R in particular it may seem to be unnecessary 
to revise recorded values in this fashion. The appropriate entries if 
the mtangible values are not recognized are: 


Cash $50,000.00 

.M, Capital ■ $ 3,333.33 

R, Capital 3,333.33 

T, Capital ■ 43,333.34 


This scheme of entries assumes that with all three equal partners it 
would not be reasonable to credit T with $50,000 and permit the 
accounts of M and R to remain at the old level of $40,000 each. 

On the w^hole the first treatment is much to be preferred. T's 
entry to the firm is a transaction closely allied to the transfer of the 
entire business to a new organization, and justifies the recognition of 
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market values. Further, it would be rather ridiculous to adopt a 
procedure resulting in a credit to the new partner's account of sub- 
stantially less than the amount of cash actually contributed. 

Were T required to pay an additional amount to cover an up- 
ward adjustment of the values of particular assets the entries recog- 
nizing his admission would be similar to those shown above except 
that debits to the particular assets affected would be substituted for 
the charge to goodwill. In some situations, of course, adjustment of 
specific asset accounts as well as the recognition of intangible values 
may be required. 

Admission of Partner— Investment of Less than Book Value. As- 
sume conditions as before except that the earning record of the M R 
Co. has not been satisfactory and that T pays only §35,000 for a third 
interest. The indicated value of the enterprise under these condi- 
tions, including T's investment, is S125,000 (three times |35,000 plus 
the liabilities of S20,000), and the value of the total proprietary 
equity is $105,000. How shall T's admission be recorded? If the 
price paid by T signifies that the particular assets of the enterprise, 
in view of the circumstances, require scaling down the following 
entries are appropriate: 

( 1 ) 

M, Capital 

R, Capital 

Assets (specific accounts) ....... 

To record revision of asset values and resulting adjust 
ment of accounts of M and R 

( 2 ) 

Cash 35,000 

T, Capital 35,000 ■ 

To record T’s investment 

It is of course necessary, under these conditions, to assign the reduc- 
tion to the specific assets which it is considered should be written 
down. 

Assuming that there is no apparent overvaluation in existing firm 
assets taken individually and that M and R are admitting T as an 
equal partner on account of the acute need of the business for work- 
ing capital and the difficulty of raising the necessary sum under mc.>re 
favorable conditions, T's entry might be recorded without revision 
of assets, the partners' accounts being equalized at the expense of 
M and R, as follow^s: 


$ 5,000 
5,000 

$ 10,000 
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( 1 ) 


Cash . . . . . $35,000.00 

T, Capita!' . 135,000.00 


To record T’s investment 

( 2 ) 

M, Capital 

R, Capital 

T, Capital 

To equalize partners’ accounts 

A more logical alternative, to reflect the excess of book values over 
value as a going concern, would be to reduce the recorded capitals of 
M and R by $5,000 each and credit $10,000 to a special account to 
he treated as a contra to the total book value of the assets. 

A variation of this case should be considered. The assets of the 
partnership may be in no sense overvalued, the earning power may 
be adequate, and the agreement with T may recognize special con- 
tributions his advent is expected to bring to the business in the form 
of clientele, technical knowledge, or other factors. The appropriate 
entries under these assumptions are: 

Cash . 

Intangibles (more exact title if possible) . 

T, Capital 

To record T’s investment and value placed upon in 
tangible factors contributed 

Investment of New Capital by Present Partner. Where additional 
capital is contributed by a partner questions of valuation arise simi- 
lar to those just discussed. If M and R, for example, are equal part- 
ners with investments of $40,000 each and M invests $50,000 of new 
money, thereby acquiring a two-thirds share, the principal aiteriiative 
treatments are those of recognizing an intangible value (or enhance- 
ment of ordinary assets) of $20,000 or of adjusting equity accounts to 
the basis of $45,333.33 for a third interest, just as in the case of the 
admission of a new equal partner who invests $50,000. 

Similarly, if M invests $35,000 in additional funds, thereby secur- 
ing a two-thirds interest, it is necessary either to scale down existing 
asset values or to reapportion the total proprietary equity, assets re- 
maining unchanged. 

Retirement of Partner. For any of various reasons a particular 
partner may decide to sell all or part of his share, and in this event 
he may be ‘'bought out" by the one or more remaining partners or he 


$35,000 

5,000 

$40,000 


1,666.67 

1,666.67 

3,333.34 
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may dispose of his equity to an outsider. Assume, for example, that 
M, R and T are equal partners with a status as showm by the follow- 
ing: 


Dr. Gr. 

Assets $100,000 Liabilities $ 10,000 

M, Capital . , . . . . 30,000 

R, Capital ...... 30,000 

T, Capital 30,000 


$100,000 $100,000 


At this point T agrees to sell his share to M and R for |25,000, cash> 
the payment to be borne equally by M and R and to be made from 
their outside resources. This transaction may be interpreted, from 
the standpoint of the firm’s accounts, as merely an exchange of 
equities; the assets are not disturbed and T’s share is absorbed by M 
and R at book value. The required entries under this interpretation 
are: 


T, Capital . 
M, Capital 
R, Capital. 


$30,000 


$15,000 

15,000 


It may be urged, however, that since the payment to T in effect sets 
a value of but |25,000 on a third interest, or |75,000 for the entire 
proprietary equity, the accounts of M and R should be revised on 
this basis, with an appropriate scaling down of assets. The entries 
according to this view are: 


it) 

M, Capital ■ . . . . . 

,R, Capital . 

T, Capita! 

Assets (specific accounts if practicable) 

To adjust capital accounts and assets to new basis 

( 2 ) 

■T,^ Capital ' , . . 

M, Capital ..... 

R, Capital., ... . . ... 

To record purchase of T’s share by M and R 


$ 5,000 
5,000 
5,000 

$15,000 

25,000 

12,500 

12,500 


If T’s withdraw-al is financed through a payment out of firm funds 
(assuming that sufficient cash is available), with other conditions as 
before, one treatment results in the showing of an equity adjustment 
of |5, pop in favor of M and R, thus: • 
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T; Capital 130,000 

Bank . S25,000 

M, Capita! 2„500 

R, Capital 2,500 


However, this treatment implies that T receives less than the fair 
value of his interest— a somewhat unreasonable assumption. If each 
partner’s share has a sound value of only |25,000 the assets might 
Tvell be written down by the amount of 1 15,000 prior to the retire- 
ment of T’s share, as in the case where M and R acquire T’s share 
with outside funds. 

To vary the example assume that each partner’s account before 
the retirement of T’s equity stands at |20,000 and that the price paid 
by M and R, from outside assets, is again $25,000. The first treat- 
ment gives entries as follows: 


T, Capital 120,000 

M, Capital $10,000 

R, Capital . 10,000 


The entries under the revaluation method are: 


( 1 ) 

Goodwill (or other assets) . . . . 

M, Capital . . . . 

R, Capital . 

T, Capital. . . . . 


T, Capital . 
M, Capital 
R, Capital. 


$15,000 


$ 5,000 
5,000 
5,000 


25,000 


12,500 

12,500 


If T is retired by a payment of $25,000 from the firm’s cash, other 
conditions remaining the same, the entries under the first plan are: 


T, Capital . . . . . . $20,000 

M, Capital 2,500 

R, Capital . . . . . . 2,500 

Bank $25,000 


The alternative treatment gives the following: 

(1) 

(as above) 

( 2 ) 


T, Capital $25,000 

Bank $25,000 
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In the event that a partner, with the consent of his associates, sells 
his interest to an outsider, the problem of recording the retirement 
of the old partner and the advent of the new is substantially the same 
as in the examples already considered. There is even more justifica- 
tion for a revision of values in this case, however, as the price paid 
for the retiring member's share provides a measure of the value of 
the enterprise by the new partner. 

The entries required to cover the retirement of a portion of a 
partner's equity should follow the same pattern as those which would 
be made upon the complete withdraw-ai of a partner, except that in 
the case of a minor change there is less excuse for a complete revalua- 
tion of the firm. 

Transfer of Firm Assets and Liabilities to Corporation. The busi- 
ness of a partnership may be disposed of under a variety of circum- 
stances, but perhaps the most important type of case is that of trans- 
fer to a corporation. For an example assume that the ledger of 
M & R, unincorporated, stands as follows: 


Equities 

Gash S 10,000 Accounts Payable . . . . $ 25,000 

Accounts Receivable . . . 30,000 M, Capital 37,500 

Merchandise 50,000 R, Capital .... . 37,500 

Prepayments 2,000 

Equipment 8,000 


$100,000 $100,000 


At this point plans are made to expand the business under the 
corporate form and for this purpose the M R Go. is organized with 
a capital stock of 2,000 shares with a par value of $100 each, A con- 
tract is now entered into between the partners and the new" company 
which calls for the transfer of all the assets of the firm to the M R Go., 
at an estimated fair market value of 1 130,000, the assumption of firm 
liabilities by the Company, and the delivery to the partners, as part- 
ners, of i ,050 shares of the Company's stock. Breaking the trans- 
action up into three principal steps the foliow"ing entries show the 
form of record required on the partnership books: 

( 1 ) 

MR Co . . . $100,000 

Assets (specific accounts) . ... . . . . 

To record transfer of title to firm assets to M R Co. 


$ 100,000 
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( 2 ) 

Accounts Payable ........... 25,000 

M R Co. 

To record assumption of firm liabilities by M R Go. 

(3) 

M R Go. Stock . . 105,000' 

• ,M R Co. ■ . . . 

M, Capital 

Rj Capital 


To record receipt of 1 ,050 shares of M R Co, stock and 
adjustment of partners’ equities to basis of market 
value of assets transferred 


25,000 


75.000 

15.000 
15,000 


If the stock were registered on the Company’s books to the partners 
individually, 525 shares to each, the following additional entries, 
completing the closing of the firm’s books, would be appropriate. 

M, Capital 

R, Capital 

MR Go. Stock 

To record delivery of stock to M and R, 525 shares 
each 

Assuming that the properties are transferred, the liabilities assigned, 
and the stock delivered—aii necessary deeds and other papers being 
executed on a single day— the entries as given might be somewhat 
condensed, particularly through the elimination of the temporary 
M R Co. account. 

There might be a preliminary revaluation of assets on the irm’s 
books but this would not be necessary. On the M R Co.’s books, 
however, the present values should be recognized. From the stand' 
point of the corporation M and R are investors who are contributing 
assets with a value of $130,000, and equitable treatment of these in- 
vestors as compared with other stockholders requires that the full 
value of the assets they furnish be recognized. For management 
purposes, too, the corporate accounts should be charged with the 
actual values of all assets acquired. It should be noted that the 
transaction between corporation and firm, with the partners domi- 
nating both organizations, does not represent arm’s-length bargain- 
ing between independent parties, and the figures agreed upon in 
such circumstances might not be dependable evidences of market 
value. If all— or a substantial block— of the remaining shares were 
issued at this time for cash at $100 per share to other parties such 
action would provide acceptable evidence of the validity of the values 
established for the partnership assets. 


$ 52,500 
52,500 

$105,000 
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Liquidation of Partnership. In addition to transfer of the business 
as a going concern, a partnership may be liquidated by disposal of 
assets in total or individually and distribution of the proceeds. The 
occasion may be the death of one or more partners, bankruptcy, or 
decision of the partners to- terminate the enterprise for any proper 
reason. Whatever the cause it is important that in a liquidation 
the proceeds be applied in proper order to satisfaction of creditors, 
reimbursement of advances made by partners, and return of capital 
coiitribiitions. It is also important that distributions to partners be 
correctly apportioned between capital and income, especially where 
profits are not shared in proportion to investments. 

For an example assume that the M R T Co. has been operating 
uiisuccessfuiiy for a number of years and that although the firm is 
not insolvent it is decided to liquidate. The ledger of the firm at this 
point stands as follows: 


Dr. O. 

Cash $ 5,000 Liabilities S 60,000 

Other Current Assets . . . 40,000 M, Capital ...... 30,000 

Fixed Assets 75,000 R, Capital ... . , 15,000 

T, Capital ...... 15,000 


S120,000 S120,000 


With no change in liabilities in the process the assets are con- 
verted into cash, a net amount of |85,000 being realized. The liqui- 
dation loss is then |35,000, and after payment of the liabilities only 
125,000 is available for distribution to the partners. Assuming the 
agreement provides that M, R, and T share profits and losses 50%, 
25%, and 25%, respectively, the first step in liquidating the partners' 
equities is the assignment of the loss, as follows: 

M, Capita! ... . . . . . , . . . : . . $17,500 

' .""-R, Capital ; . 8,750' 

T, Capital 8,750 

Liquidation Loss $35,000 

The entries recording the distribution to the partners of the balance 
of the proceeds are: 


M, Capital . . $12,500 

R, Capital . 6,250 

'Tj'Capital-'--: . '• ■' '■ 

Cash . $25,00d 
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The agreement might provide for absorption of liquidation losses 
on a different basis than that applicable to operating loss or gain. 

1,11 the case of an insolvent partnership the liquidation of firm 
assets is' usually accomplished through bankruptcy proceed i,ngs or 
other special legal process, the results of which should be reflected on 
the. firm*s books. In the typical insolvency the proceeds from the 
sale of the busi.ness assets are insufficient to meet t,he claims of 
the creditors, to say nothing of payments to the partners. From the 
standpoint of the creditors, in particular, a complete repoit of the 
financial status of the insoivent concern should include schedules 
showing the estimated realizable values of the personal property of 
the partners to the extent that such property is legally available lor 
the satisfaction of firm debts. 

Liquidation through Operation. A partnership, like any other type 
of organization, may be liquidated, in whole or in part, through the 
utilization of its assets, without replacement, in operation. For ex- 
ample, M and R form a partnership to exploit a tract of timber, the 
amounts invested being $60,000 and $40,000, respectively. The agree- 
ment provides that losses and capital distributions are to be shared 
on a 60-40 basis but that profits are to be shared equally. It also 
provides for the termination of the firm when the timber has been 
cut and marketed, which will require, it is estimated, a period of five 
years. The books of the firm, ready to begin operations, show the 
following status: 


Dr, Gr. 

Cash $ 5,000 Liabilities 10,000 

Timber and Other Assets, . 105,000 M, Capital . . . . . . 60,000 

R, Capital ... . . . 40,000 


$110,000 1110,000 


The net income for the first year is $10,000 and the estimated deple- 
tion $20,000, and the cash position is such that the partners decide 
to draw the entire amount of profit and capital equal to the amount 
of depletion. The entries covering apportionment of income and 
drawings are; 

( 1 ) 

Income . . . . . . , . $10,000 

M, Current $ 5,000 

R, Current 5,000 

To record apportionment of income, one-half to each 
partner 
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M. Current 

R, Current 

Gash 

To record drawing of amount of income 

(3) 

M, Capital . . . . ■ 

R, Capital 

Gash 

To record capital distribution on 60-40 basis 


5,000 

5,000 

10,000 


12,000 

8,000 

20,000 


Similar entries would be made in later periods. It is very likely, 
of course, that the schedule for the exploitation of the property will 
not be adhered to precisely. 

Installment Distributions to Partners. The distribution of liquida- 
tion proceeds in installments gives rise to no special problem where 
the amount available is sufficient to return all capital contributions, 
or where, in the presence of losses, the capital accounts as recorded 
are in proportion to loss-sharing ratios. Where, however, the bal- 
ances of the partners' capital accounts at date of liquidation are not 
in harmony with loss-sharing ratios care must be taken to avoid mak- 
ing overpayments to particular partners as funds are made available 
after the settlement of all obligations. Assume, for example, that 
the M R T Go. goes into liquidation upon petition of creditors. 
Under the firm agreement in this case all partners share profits and 
losses equally but their capital accounts at the date the trustee takes 
charge of affairs are $30,000, $20,000, and $25,000, respectively. How 
should the trustee distribute net proceeds of 1 18,000 which become 
available in such form as to permit three monthly payments of $6,000, 
$3,000, and $9,000? A convenient procedure treats each payment as 
the full amount to be received and any resulting deficiency in a 
partner's account as uncollectible. Thus, if a payment of $6,000 to 
the partners represents the final result of liquidation, the loss suf- 
fered Is $69,000 (175,000, the sum of the three capital accounts on the 
eve of liquidation, less the payment of $6,000) and applying this loss 
equally leaves balances as follows: 

M . .,R T , 

$7,000 -$ 3,000 $2,000 

Charging R's deficiency equally to the balances of M and T leaves 
$5,500 and $500, the required division of the first payment to M and 
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T. Repeating the process in connection with the second distribu- 
tion gives: 



M 

R 

T 

Total 

Capital 

Possible Loss , , 

. . . $24,500 
. . . 22,000 

S20,000 

22,000 

$24,500 

22,000 

$69,000 

66,000 

.Balance . ■ ' . 

R’s Deficiency . 

. . . S 2,500 

... 1,000 

-$2,000 

S 2,500 
1,000 

$ 3,000 

Distribution 

. . . , $ 1,500 


$ 1,500 

5 3,000 

The division of the third payment is similarly calculated: 



M 

R 

T 

Total 

Capital 

Possible Loss . 

. . . . $23,000 
. . . . 19,000 

520,000 

19,000 

$23,000 

19,000 

166,000 

57,000 

Balance . . . ... 

Deficiency . . 

. . . . $ 4,000 

. . . . -0- 

$ 1,000 
-0- 

$ 4,000 
-0- 

1 9,000 

Distribution 

. . . , $ 4,000 

$ 1,000 

$ 4,000 

$ 9,000 


At this point all three capital accounts are equal, corresponding to 
the sharing of profits and losses, and if there were subsequent distri- 
butions they would accordingly be divided equally between the three 
partners. The accuracy of this distribution may be checked by de- 
ducting the total proceeds of |18,000 from the combined capital 
accounts, and spreading the total loss of |57,000 equally. The re- 
sulting balances for M R and T of |1 1,000, $1,000, and $6,000, re- 
spectively, correspond to the division of proceeds calculated in terms 
of the individual payments. 

If losses are shared unequally, in accordance with the explicit terms 
of the partnership agreement, and the balances of the capital ac- 
counts are not in proportion to the loss-sharing ratios, the procedure 
outlined still serves. Assuming, for example, that ail conditions are 
as before except that the loss-sharing percentages of M, R, and T are 
50, 20, and 30, respectively, the division of the first installment would 
be determined as follows: 


M R T Total 

Capital $30,000 $20,000 $25,000 $75,000 

Possible Loss 34,500 13,800 20,700 69,000 


Balance —$ 4,500 $ 6,200 $ 4,300 $6,000 

M’s Deficiency * 1,800 2,700 

Distribution $ 4,400 $ 1,600 $ 6,000 



PARTHitSHrP ACCOUNTS 


667 


The assignment of M’s deficiency is in proportion to the loss- 
sharing ratios of R and T viewed as surviving partners. The second 
iEStaiiinent of $3,000 would be distributed as follows: 



M 

R 

T 

Total 

Capital ........ 

Possible Loss ...... 

, $30,000 
. 33,000 

$15,600 

13,200 

$23,400 

19,800 

$69,000 

66,000 

Balance ........ 

M’s Deficiency 

3,000 

$ 2,400 
1,200 

$ 3,600 
1,800 

$ 3,000 

Distribution 

‘ 

$ 1,200 

$ 1,800 

$ 3,000 

The following shows the division of the 

third installment: 



M 

R 

T 

Total 

Capital . . 

Possible Loss ...... 

. $30,000 
. 28,500 

$14,400 

11,400 

$21,600 

17,100 

$66,000 

57,000 

Balance ........ 

M’s Deficiency 

. $ 1,500 
, —0— 

$ 3,000 
-0- 

$ 4,500 
-0- 

$ 9,000 

Distribution 

. $ 1,500 

$ 3,000 

$ 4,500 

$ 9,000 

The three capital accounts 

now show balances in proportion to the 


loss-sharing ratios. 

If there are but two partners the division of partial payments in 
liquidation is a relatively simple matter. For example, if M and R 
are partners sharing profits and losses equally but with capital bal- 
ances of $30,000 and $20,000, respectively, and the firm is placed in 
liquidation, distributions made by the trustees are payable in full to 
M until his balance corresponds to R’s; thereafter payments are 
equally divided. Assume, for example, three payments of $5,000, 
$2,090, and $4,000, a total of $11,000. The first two are payable in 
full to M and of the third M is entitled to $3,500 ($3,000 plus one- 
half of the balance). This division gives M $10,500 and R $500, 
which are the figures obtained by deducting the total loss of $39,000 
equally. 

Each partner is legally responsible for a deficiency in his account 
with respect to his fellow partners, but such deficiency, like amounts 
due creditors, may not be Gollectible. 

Rights and Liabilities of Partners. In general the order of the claims 
to the proceeds of the assets of the firm made available by liquidation 
is as follows; 
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1. Valid claims of creditors (other than partners), 

2. Advances or loans 'to the partnership by members of the firm, 

3. Capital contributions of the partners (to the extent not previously canceled by 
recognized losses). 

4. Accumulated income claims of partners. 

The . balance, if any, which is available after these claims are met is 
distributed to the partners in proportion to their income-sharing 
ratios. Such a balance would appear, of course, only where a special 
profit were realized in the process of liquidation. In most involun- 
tary liquidations additional book losses are suffered. 

Any amount due a partner as a salary allowance, under a definite 
agreement, is presumably to be construed as a liability to the part- 
ner, and to be included in the second class of claims as listed. Siiiii- 
iarly any amount due a partner on account of the delivery of goods 
or other property to the firm, by bona-fide agreement, rates as a 
liability to a firm member. 

If the partnership assets are not sufficient to meet the claims of 
creditors each partner is liable for a contribution to the deficiency, 
from his personal assets, in accordance with his loss-sharing ratio (in 
the absence of specific stipulations to the contrary in tiie partnership 
agreement). The amount of any loan or advance by the partner to 
the firm is deductible in determining the amount of the assessment 
on the particular partner. If a particular partner is insolvent or for 
any reason cannot be forced to contribute, the responsibility for his 
share of the deficiency rests upon the other partner or partners, in 
proportion to relative loss-sharing ratios. A partner who contributes 
more than his contractual share in a liquidation deficiency thereby 
secures a claim against the partner or partners who fail to make their 
full contributions. 

Ignoring cases of contractual liens the creditors of the partnership 
in general have prior rights to firm assets over the personal creditors 
of the several partners and the personal creditors have first claims to 
the outside or personal resources of the partners. If there are no firm 
assets both classes of unsecured creditors are on the same footing 
with respect to the property of individual partners. 

The liability of a partner to contribute personal property to liqui- 
date firm obligations is ordinarily restricted to claims arisiiig after his 
entry into the firm. An outgoing partner is in general liable for 
debts contracted prior to his retirement from the firm, except where 
specifically released by the creditors. 
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IIliislxatiYe Problem. The following problem, with solution, covers 
a number of the questions arising in the handling of partnership 
accounts which have been discussed in this and the preceding chapter. 

Data 

Allison & Bliss, architects, are equal partners. The forma! accounts of the firm 
have been kept on a cash basis. That is, all costs (except in the case of equipment) 
have been treated as operating expenses as incurred and recognized revenue has been 
restricted to the amount of collections from clients. At the same time a memoran- 
dum file has been maintained which shows the amount of costs incurred on particular 
jobs, and a memorandum record has been kept of clients’ accounts in terms of 
amounts billed and collected. On January 1, 1949, the firm’s general ledger 
shows the following condition. 


Br. 

Cash . $ too 

Commerce Bank .... 4,000 

Investments 4,000 

Office Equipment — Cost . . 1,500 

Motor C^s — Cost. . . . 1,700 

Allison, Current .... 700 


$12,000 


Gr. 


Accounts Payable .... 
Office Equipment — Allowance 

$ 500 

for Depreciation . . . . 

Motor Gars — Allowance for 

700 

Depreciation 

600 

Allison, Capital 

5,000 

Bliss, Capital ..... 

5,000 

Bliss, Current ..... 

200 


$12,000 


The memorandum records of the same date show costs incurred on jobs in process 
not yet covered by billings of $3,000, and balances due from clients on billings of 
$5,000. The figure for costs in process includes partners’ salary charges as follows: 
Allison, $750; Bliss, $600. 

At this point Bliss retires from the firm and transfers his equity — both current and 
capital — to Berry, the consideration being $10,200, paid by Berry to Bliss in cash. 
The following matters are agreed upon by Allison and the new partner: (1) deprecia- 
tion of office equipment is overstated by $200; (2) office supplies on hand, to be 
recognized as an asset, amount to $200; (3) unexpired insurance, including em- 
ployees’ liability insurance, totals $100; (4) the costs incurred not covered by 
billings are to be recognized as an asset; (5) balances due from clients are to be 
recognized as an asset subject to an allowance for bad debts of 20%; (6) Allison’s 
current balance is to be treated as a salary advance; (7) a check for $200 is to be 
issued from partnership funds, payable to Berry, to cover the credit balance iii the 
current account of Bliss; (8) hereafter the amount of all biilings is to be credited to 
revenue and all costs incurred on specific jobs are to be transferred to operating 
expense in terms of billings; (9) the firm name is to be Allison & Berry; (10) ail 
profits and losses are to be shared equally except that any loss (or profit) realized on 
the present investments Is to be borne by {or belong to) Allison exclusively; (11) 
partners’ salaries are to be determined at the beginning of each year, and for the 
year 1949 Allison’s salary is set at $4,800 and Beiry’s salary at $3,600; (12) the 
amount of goodwill to be booked is set at $2,500; (13) interest at 6% is to be charged 
to partners’ current accounts on all drawings by partners in excess of recorded 
salary and income credits, and no such drawings are to be made except on the last 
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day of the month and by mntua! agreement; (14) no interest is to be allowed on 
credit balances in partners" salary or current accounts; (15) partners" salari'CS are 
to be accrued monthly but 'the books are to be closed for purposes of determining 
profit or loss only on December 31 of each year; (16) the old books, with proper 
adjustments, are to be continued in use. The reorganization is iiiimediately carried 
into effect as outlined.' 

Among the transactions and data for 1949 (including all information pertaining 
to the partners" accounts) are the following: (1) the investments are sold for cash 
at a loss of $1,000; (2) collections on customers" balances of January 1, 1949, total 
$3,500, and the remainder is assumed to be definitely uncollectible; (3) Aiiison"s 
salary drawings are $4,100, and by special agreement he draws $100 additional at 
the end of each month; (4) Berry’s salary drawings total $3,600; (5) total bilEngs to 
customers are $20,000; (6) costs specifically assignable to 1949 billings are $15,000; 
(7) general costs applicable to 1949 as a whole amount to $2,500; (8) an allowance 
for bad debts included in 1949 billings is set up in the amount of $800; (9) aside 
from billings to customers the only other earnings are dividends on investments of 
$167 and the interest charged to Allison on account of excess drawings; (10) included 
in the billings is a charge to Berry of $800 at regular rates for service rendered to him 
in the erection of his own house, and which has not yet been collected. After 
closing, the firm’s ledger on December 31, 1949, stands as follows: 


Dr. Cr, 

Gash. . $ 100 Accounts Payable .... $ 950 

Commerce Bank .... 6,467 Allowance for Bad Debts . . 800 

Clients’ Accounts .... 5,750 Office Equipment — Allowance 

Costs of Jobs in Process . . 3,200 for Depreciation .... 650 

Office Supplies . . . . . 300 Motor Gars — Allowance for 

Insurance . . , . . . 250 Depreciation 300 

Office Equipment — Cost . . 1,700 Allison, Capital 9,000 

Motor Cars—Cost . . . . 1,600 Berry, Capital 10,000 

Goodwill 2,500 Berry, Current . . . . . 700 

Allison, Current .... 533 


$22,400 - $22,400 

Due to failing health Allison is forced to retire at the end of 1949. The firm is 
dissolved although the business is continued by Berry under his own name. Allison’s 
equity is retked at book value as shown above, less 50% of recorded goodwill. 
Berry pays Allison $5,000 in cash from firm funds and gives him his (Berry’s)one‘ 
year, 6% note for $2,217. Berry continues to use the books of the old firm. 

Directions 

(a) In skeleton journal form give the entries as of January 1, 1949, covering the 
retirement of Bliss and the admission of Berry in accordance with the condi- 
tions and agreements specified above. 

(b) Present a position statement for the reorganized firm as of January 1, 1949. 

(c) Give entries covering the transactions and data of 1 949 in so far as all accounts 
with Allison and Berry are specifically affected. 

(d) Presejit a condensed income statement for 1949. 

(e) Give the entries covering Allison’s withdrawal. 

(/) Present a business position statement for Berry as of the opening of business 
on January 1, 1950. 
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Solution 

(«) 

(t) 

Office Equipment— Aliowance for Depredation. . . .$ 200 

Proprietary Adjustment $ 200 

To adjust depreciation allowance as agreed 

(2) 

Office Supplies 200 

Proprietary Adjustment 200 

To recognize estimated office supplies on hand as an asset 

(3) 

Insurance ............... 100 

Proprietary Adjustment |00 

To recognize unexpired insurance as an asset 

(4) 

Costs of Jobs in Process 3,000 

Proprietary Adjustment . 3,000 

To record costs of jobs in process, not covered by billings, as 
an asset 

(5) 

Clients’ Accounts 5,000 

Proprietary Adjustment 4,000 

Allowance for Bad Debts 1 ,000 

To set up controlling account in general ledger for outstand- 
ing clients’ balances and an estimated allowance for bad debts 

( 6 ) 

Allison, Salary Advance 700 

Allison, Current jqq 

To record treatment of Allison’s current balance as an 
advance 

(7) 

Goodwill 2,500 

Proprietary Adjustment 2,500 

To record value of goodwill as agreed 

( 8 ) 

Bliss, Capital 5,000 

Berry, Capital. . . 5,000 

To close the capital account of Bliss to Berry 

(9) 

'Bliss, Current . . , . . . ' ' 200 

■ Commerce Bank . ' . . .' . . . . . 200 

To record payment to Berry covering his assumption of 
Bliss’ current balance 

m 

Proprietary Adjustment . ..... . . . .10,000 

Allison, Capital . . . . . . 5,000 

Berry, Capital. 5,000 

To close temporary adjustment account to capital accounts 
of present partners 
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Allison & Berry, Architects 
Position Statement 
January 1, 1949 

Assets 


Current: 


Cash 

Commerce Bank ■ 

investments*. 

'Clients’ .Accounts 

Less Allowance for Bad Debts 

S 5,000 
1,000 

$ 100 
3,800 
4,000 

4,000 


Costs of Jobs in Process * * 

Office Supplies and Prepaid insurance . 

Salary Advance (Allison) 

. ' . 

3,000 

300 

700 

$1 5,900 

Fixed: 

Office Equipment — Cost 

Less Allowance for Depreciation 

$ 1,500 
500 

8 1,000 


Motor Cars — Cost 

Less Allowance for Depreciation . . . 

$ 1.700 
600 

1,100 

2,100 

Goodwill. ........... 



2,500 




$20,500 

Liabilities 




Accounts Payable 



S 500 

Partners^ Equity 

Allison, Capital 

Berry, Capital 

$10,000 

10,000 


20,000 

$20,500 


* The partnership agreement provides that any loss suffered or profit realized 
through the disposition of these investments shall accrue solely to Allison. 

** Includes charges for partners’ services in the amount of SI ,350. 

w 


( 1 ) 

Allison, Capital I 1,000 

Cash 3,000 

Investments . .... 14,000 

To record liquidation of investments and charging of loss 
of SI, 000 to Allison 

( 2 ) 

Operating Accounts (specific accounts affected) . . . 8,400 

Allison, Salary . ... . . 4,800 

Be^ry, Salary . . , . . . . ... . . 3,600 

To record, in summary, monthly salary accruals 

( 3 ) 

Allison, Salary . . . . . . 4,800 

Berry, Salary 3,600 

Allison, Salary Advance . . . . . . . . , 700 

Commerce Bank 7,700 


To record, in summary, payment of salaries to partners, 
including absorption of advance to Allison 
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(4) 

Allison, Current 1,2CK) 

Commerce Bank | 200 

To record special drawings by .\iiison * 

(5) 

Allison, Current 33 

Interest Income 33 

To charge Aiiison and credit income for interest on excess 
drawings per agreement 

( 6 ) 

Clients’ Accounts (also Berry) 800 

Billings 800 

To record work billed to Berry 

(7) 

Income 1,400 

AUison, Current 700 

Berry, Current 700 

To record apportionment of net profit 

id) 

Allison & Berry, Architects 
Income Statement 
Year Ended December 31, 1949 

Billings to Clients {1) $20,000 

Less Allowance for Bad Debts 800 $19,200 


Dividend and Interest Income (2) ..... 200 $19,400 


Expenses and Losses: 

Costs Assignable to Specific Jobs (3) $15,000 

General Costs (3) 2,500 

Bad Debts Originating Prior to January 1, 1949 . 500 18,000 


Earnings of Partners $ 1,400 

To Aiiison, Current $ 700 

To Berry, Current 700 


$1,400 

(1) ' Includes services rendered to a partner,. Berry, in the amount of $800. 

(2) Includes interest of $33 charged to Allison on account of excess drawing 

(3) Includes partners’ salaries for the year of $8,400. 

w 

( 1 ) ■ 

Aiiison. Capital . . . . . . . . . . . , $9,000 

Aiiison, Current. . * . , . . , , . , . $ 533 

Goodwill. . . . ... . A , . . . . 1,250 

Commerce Bank . . . .... . . . . 5,000 

Notes Payable - . ... . . 2,217 

To record Allison’s withdrawal as agreed, tncluding adjust- 
ment of goodwill 
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Berry, Capital 

Clients’ Accounts (also Berrv) ........ 

To charge Berry’s capita! with amount due from Berry to 
Allison & Berry 

800 

800 

(3) 

BerrVj Current 

Berry, Capital 

To close Berry’s current balance arising during operation of 
•Allison & Berry 

700 

700 

(/) 




Berry, Architect 




Position Statement 




January 1, 1950 




Assets 

Current: 

Cash . 

Commerce Bank 

Clients’ Accounts 

Less Allowance for Bad Debts . . . 

* S4,950 
800 

$ 100 
1,467 

4,150 


Cost of Jobs in Process . 

Office Supplies and Prepaid Insurance . 

• 

3,200 

550 

19,467 

Fixed: 

Office Equipment — Cost . ... 

Less Allowance for Depreciation 

. $1,700 
650 

$1,050 


Motor Gars — Cost 

Less Allowance for Depreciation 

o o 
o o 

1,300 

2,350 

Goodwill 



1,250 

$13,067 

Liabilities 




Accounts Payable . 

Notes Payable . 

. $ 950 
. 2,217 


$ 3,167 

Proprietor's Equity 




Berry, Capital 

. . • 


9,900 




$13,067 


Cmnmmts 

(a) 

The use of a special clearing account might be dispensed with, particularly if the 
entries given were consolidated. For illustrative purposes a detailed scheme of 
entries is preferable. The use of the “salary advance’* account is desirable, and in 
any event the item must be clearly labeled in the position statement and shown on 
the asset side. 

It is noticeable that no allowance is made to cover the possibility that charges to 
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clients which may later be made on the basis of costs now in process may not be 
fully collectible. 

Continuing the existing accounts, including costs of fixed assets and accrued depre- 
ciation, is not objectionable in such a situation provided all necessary adjustments 
are made. An alternative procedure would be to show net present values of all 
assets in the accounts of the reorganized firm. 

(b) 

The general form of statement used here is particularly appropriate for the unin- 
corporated enterprise. 

From the standpoint of the firm the charges for partners’ services included in cost 
of jobs in process may be deemed a valid asset; from the standpoint of each indi- 
vidual partner, on the other hand, treatment of the unrealized cost of his own serv- 
ices as an asset may appear to be questionable. In any event an explanatory note 
s advisable. 


(c) 

The loss on investments is charged to Allison’s capital account rather than to his 
current account as the item has no bearing on the activities of the firm. Were the 
firm to continue in business Allison would be expected to make good this amount. 
With respect to salary accruals an alternative procedure would be to credit the 
current accounts in lieu of special salary accounts. The charge to Allison for 
interest may be computed on each monthly drawing. Thus interest on $100 for 
eleven months at 6% is $5.50; interest on $100 for ten months is $5.00; and so on. 
Or the amount may be found — in view of the regularity of the drawings — by apply- 
ing the rate of 6% for the maximum period, eleven months, to one-half the total 
amount drawn, $600, which gives $33. 

It is assumed that the balances of accounts of clients written off in excess of the 
allowance have been charged to a special loss account rather than directly to the 
partners’ accounts. 

(d) 

The use of the term “billings” as a label for gross revenue is not inappropriate 
here. In view of the limited data available the operating charges must be pre- 
sented in very condensed form. The assumption that all of partners’ salaries for 
year are applicable to current revenues is arbitrary. 

it) 

With the dissolution of the firm and the transition to a single-proprietorship there 
is no point to the retention of the amount Berry owes Berry as an asset. The balance 
in Berry’s current account might be allowed to stand, but since this balance origin- 
ated in connection with firm activities it is advisable to merge it with the balance of 
Berry’s capital account; in this way the break between the old concern and the new 
organization is emphasized. 

Sec comment under (a) regarding possibility of showing only net present values 
on books of the reorganized business. 
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Questions 

1. liiiistrate the admission of a new partner to the linn: (a) with investment in 
excess of book value; (b) with investment below book value. Discuss the alterna- 
tive treatments involved in both cases. 

2. Illustrate the raising of additional firm capital by an investment by an existini, 
partner. 

3. With illustrations show how the withdrawal of a partner sliouki be accountfci 
for when his equity is acquired: (a) by a new partner; (b) by an existing partner; 
(c) from firm funds. 

, 4. When a firm is incorporated on what basis should the assets be transferred ro 
the corporation? Why? 

5. Under what conditions may a partnership be liquidated? Give illustrative 
entries covering a voluntary liquidation. 

6. Give illustrative entries covering partial liquidation of assets through utiliza- 
tion in operation, without replacement. 

7. With an illustration show how distributions to partners in liquidation sliouid 
be divided w^here loss-sharing ratios are not in harmony with the capital accounts 
appearing on the books. 

8. Outline the ranking of claims to firm assets in liquidation. Do partnership 
creditors have a claim against the personal assets of partners? Discuss. 

9. If asked by a trustee in charge of liquidation to prepare a statement of realiz- 
able resources in the case of an insolvent partnership, how woiiki you proceed? 
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Organization of Coiporacioii. I'he first step is that of planning the 
undertaking, which may consist of establishing a new business, ab- 
sorbing an existing unincorporated concern, modifying and develop- 
ing a preceding corporation, or merging two or more companies. 
Proinotion in the broad sense includes fixing the amount and char- 
acter of the formal capital, making arrangements for raising the 
necessary funds, drawing up tentative by-laws, securing options on 
property, etc. The second step is that of actual incorporation, taken 
care of by the incorporators and their advisers. Corporations usually 
organize under the laws of a particular state, and the details of con- 
ditions and procedure vary from state to state. Articles of incorpora- 
tion must be prepared in proper form and approved by the state 
officials. The articles, supported by the provisions of the state law, 
constitute the charter of the company, giving it being and defining 
its powers, and with the filing of the articles the corporate existence 
in a legal sense may be said to begin. Under the typical statute one 
or more persons, natural or corporate, may act to incorporate the 
ordinary trading or industrial company. Among other data the 
articles usually state: (1) name of corporation; (2) purpose for which 
formed; (3) location and postoffice address of registered corporate 
office in the state; (4) statement of authorized stock, including num- 
ber of shares, par value or in the case of no-par stock the probable 
issue price, facts as to preferences, and any other pertinent data; 
(5) names and addresses of incorporators, and number and class of 
shares subsadbed for by each. 

Often much remains to be done, following legal incorporation, be- 
fore the company can begin active operation. In the case of a new 
business in particular it is necessary to complete the process of rais- 
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iiig capital, acquire or construct tiie necessary plant facilities and 
other assets, organize a staff of employees, and establish contacts with 
customers. 

Capital Stock— Par Value. Capital stock, the legal expres>io!i of tin 
equity of the shareholders, first appears in the guise of authorized 
capital, expressed in number of shares and par or stated vidiiQ. Stock 
outstanding, a more significant phase for accounting purposes, is 
represented by the shares which have been duly issued and remain 
ill the hands of the corporation's members or shareliolders. Tlie 
difference between the total authorized stock and the amount out- 
standing at any time is the unissued stock. Accountants usually 
draw a distinction between shares which have never been issued and 
shares which have been “reacquired" and have been retained, with- 
out cancellation, in the company “treasury"— a distinction much less 
significant than is often assumed. Capital stock subst ribed repre- 
sents shares covered by stock subscriptions, and is a phase of capital 
stock midway between authorized and outstanding shares. 

Par- value stock is the traditional form and is still widely employed. 
The design lying back of the use of par value is the creation of a 
definite capital fund through the contributions of stockholders for 
the purpose of carrying on the operations of the business and for the 
protection of the corporate creditors. This is reflected in those state 
statutes that prohibit the issue of par-value stock at a discouiit. The 
significance of par value has been minimized by the development of 
the practice of issuing stock for property other than casli at nominal 
and sometimes overstated values. Par value, moreover, even ivhcre 
representing the actual issue price, is not likely to be identical with 
the amount of stocklioiders' equity at a particular date following a 
period of operation, and hence should not be taken too seriously in 
the interpretation of corporate financial position. 

NO"Par Stock. The use of stock without par value has been ivideh 
legalized and many issues of such stock have been emitted. From the 
standpoint of corporate administration and accounting this devel- 
opment is intrinsically unobjectionable and has commendable fea- 
tures. Authorized capital can be conveniently dealt with in terms ol: 
number of shares without reference to dollars. Omission of dollars 
in no way complicates the routine handling of stockholders' accounts. 
Dividends can be more conveniently and significantly expressed in 
dollars and cents per share than as a percentage of par value. More- 
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over, since statutory stressing of par value has not always prevented 
stock-watering and the emphasis on par value in financial statements 
has often been more misleading than helpful, the increase in the use 
of stocks having no formal value can be viewed as a movement not 
necessarily out of line with the general desire for high standards 
in corporate organization and financing. 

On the other hand abuses have developed with the use of stocks 
without par value which thus far seem to outw^eigh any advantages 
derived. This condition may be charged in part to the unsatisfactory 
Statutes adopted by most of the states. Instead of accepting the 
rational view that the capital of a concern financed with no-par stock 
is automatically fixed by the amount actually paid in by the stock- 
holders, in cash or equivalent, the various acts in general authorize 
the issuing corporation to “state'' or “declare" such portion of the 
amount received to be capital as it desires, subject in some cases to 
the iimitatioii that the credit to capital account shall not be less than 
a prescribed minimum value. In other ’tvords, no-par stock has be- 
come ill effect an elastic “low^-par" stock, with the result that corpora- 
tions just beginning operations are permitted to report a portion of 
their initial capital as “surplus," and companies that have been in 
business for some time and wish to improve the showdng of “surplus" 
are offered an easy way of reaching this goal through revision of 
stated value. 

Both no-par and par-value stocks are sometimes represented in the 
capitalization of a single corporation. The most common practice 
ill such cases is to restrict the use of par value to senior or preference 
/issues.' 

Common and Preferred Stock. Most 'Companies issue but one class 
of stock. Such stock, unless there is specific arrangement to the con- 
trary, carries the right to vote at stockholders' meetings, the right to 
participate in all dividend appropriations, and the right to acquire 
a proportionate part of any new stock offering made by the company. 
In general each share has one vote. Stock once fully outstanding, 
moreover, is the unrestricted property of the stockholder and can be 
transferred to any other party without the consent of the corporation. 

A senior stock issue is found in many corporations, and occasion- 
ally two or more classes of preferred stock are employed by a single 
company. There is no standard type. In general any stock to which 
one or more preferences or special rights attach, as compared with 
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the status of another class of stock emitted by the same company, is 
a preferred issue. 

Priority with respect to dividends, at a stipulated rate, is almost 
universally accorded to a preferred stock. This does not mean that 
periodic dividends are assured; if no current or retained earnings are 
present dividends in general cannot legally be declared on any class 
of stock. Further, the directors are not bound to declare the regular 
preferred dividend in whole or in part even in the presence of earn- 
ings provided their best judgment indicates that there are no funds 
available, in view of the legitimate needs of the business, from which 
to make the disbursement. If the right to receive the specified an- 
nual dividend is cumulative, however, the total amount of preferred 
dividends in arrears at any time must be met before any dividends 
may be declared upon the common stock. There is also some sup- 
port for the view that even where the stock is not cumulative in the 
strict sense the claim to dividends accumulates to the extent of ap- 
plicable earnings. Occasionally preferred stock has participating 
rights in income. For example, an issue may have priority with re- 
spect to the amount of |6 per share and share-for-share participation 
with the common stock in distributions in excess of |6 per share on 
both classes. 

Preferred stock generally ranks above common stock with respect 
to the distribution of the proceeds from liquidation. If the issue has 
a par value such value usually expresses the extent of the prior claim 
on assets. In the case of no-par preferred stock the amount of the 
equity in liquidation should be expressly stated in the agreement 
covering the issue. Dividends in arrears do not constitute a claim 
on capital in distribution unless there is provision to this effect. 
Participation in residual assets in accordance with participating 
rights in income is a possibility. Preferred stock also often has the 
benefit of protective clauses which restrict the management in con- 
hection with borrowing, plant expansion, common dividends, etc. 
Occasionaily the contract provides for gradual retirement of the pre- 
ferred stock through sinking-fund operations. The redemption or 
call price usually includes a premium. Preferred stock may have 
special subscription rights and conversion privileges. 

The major control of corporate activity is usually vested in the 
common stock. This is brought about either through the issue of a 
smaller number of preferred shares or by restricting the voting power 
of the preferred. In some cases the preferred stock carries no vote; 
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ill others preferred voting is limited to special questions or is per- 
mitted only under unusual financial conditions. 

The use of special labels does not create preferences where only 
one class of stock is outstanding. Thus the stock of the Great 
Northern Railway Co. is “preferred” in name only. 

Complexity of capital structure through the use of several classes 
of stock, with special restrictions and privileges attached, should not 
be encouraged. A single issue of cumulative preferred stock, with 
regular voting power and no fine-spun features, accompanied by a 
clear-cut issue of residual common stock, should satisfy all legitimate 
needs. It is probably true that some specialization of securities is 
necessary to attract the capital of investors of varying inclinations 
and purses, but there is reason to believe that the elaboration some- 
times indulged in is not required. 

Stock Certificates. Ownership of shares in a corporation is evidenced 
by stock certificates. These are formal documents serially numbered 
which show the name of the company and the state in which incorpo- 
rated, the amount and character of the authorized capital, the num- 
ber of shares owned, the name of the registered holder, a certifying 
statement of ownership with the rights and conditions accorded, date 
of purchase or transfer, and signatures of proper officers and transfer 
agent. If the stock is “fully paid and non-assessable” this fact should 
appear on the certificate, and if it is assessable the paid-in value 
should be clearly showui. The corporate seal must be affixed. Where 
the agreement with the stockholders contains numerous special pro- 
visions, as is often true of preferred stock, the details are printed on 
the reverse side and are referred to in the certifying statement on the 
face. On the back of the certificate is also provided a form to be 
used in assigning the certificate for the purpose of sale, deposit as 
collateral, etc. 

In small corporations blank stock certificates are acquired in books 
of 100 sheets or more, bound in somewhat the same form as large 
checkbooks. Each blank certificate is attached to a stub correspond- 
ingly numbered on which all essential data are written l>€fore the 
certificate is detached. In the case of a transfer the information on 
the stub should include name of transferor and his certificate num- 
ber. Canceled certificates are usually pasted to their respective stubs, 
which means that the open stubs should check with the amount of 
stock outstanding. 
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The rules of the New York Stock Exchange require strict super- 
vision of the printing of certificates of listed securities. Standardized 
certificates are required, with distinctive colors for different classes 
and denominations. To be valid certificates must be countersigned 
by the transfer agent and registered by the registrar, both of whom 
must have been regularly appointed and with the approval of the 
listing committee of the Exchange. The transfer agent may or may 
not be an employee of the company, but the corporation is not per- 
mitted to act as its own registrar. 

In the case of large companies, with the number of stockholders 
running into the thousands and numerous transfers occurring from 
day to day, the work of issuing and recording the original certificates 
and taking care of transfers is a formidable task and requires highly 
developed forms and procedures. 

Temporary certificates are sometimes issued which are replaced 
when the regular forms become available. Where stock is deposited 
in a voting trust special trust certificates, substantially equivalent to 
a very formal receipt, are issued to the individual holders. War- 
rants and rights are evidenced by documents somewhat similar to 
Stock certificates. A certificate for a fraction of a share does not by 
itself represent voting power or a right to participate in dividends. 

Recording Stock Subscriptions and Issues. The M Co., for example, 
is organized with an authorized capital of $100,000, consisting of 
10,000 shares— all of the same class— with a par value of $10 each. 
The incorporators, M, R, and S, subscribe for 1,000 shares each at 
par and at this stage articles are prepared and filed and the corpora- 
tion is legally launched. The subscriptions of M, R, and S are col- 
lected in full, and the certificates are issued. Subscriptions are re- 
ceived from various parties for 7,000 shares at par, and are later 
collected in full. Certificates are issued to the appropriate parties 
for 7,000 shares. In condensed form, but with transactions with the 
incorporators segregated, the necessary entries are as follows: 

( 1 ) 

Subscriptions . . . . . v . $30,000 

Capital Stock Subscribed . . $30,000 

To record subscriptions of M, R, and S for 1,000 shares 
each' 

( 2 ) 

Gash . 30,000 

Subscriptions . . . . . 30,000 

To record collection of subscriptions of M, R, and S 
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(3) 

Capital Stock Subscribed . 30,000 

Capital Stock Outstanding 30,000 

To record issue of certificates to M, R, and S for 1,000 
shares each 

(4) 

Subscriptions 70,000 

Capital Stock Subscribed 70,000 

(details) 

( 5 ) 

Cash 70,000 

Subscriptions 70,000 

(details) 

( 6 ) 

Capital Stock Subscribed 70,000 

Capital Stock Outstanding 70,000 

(details) 


This scheme of entries emphasizes three distinct steps as subject to 
record: (1) taking of the subscription; (2) collection of the subscrip- 
tion; (3) issue of the stock certificate. The recognition of the first 
step in the accounts assumes that a subscription for stock— repre- 
sented by a written agreement under which the subscriber promises 
to invest a stated amount on a definite date or dates for a specified 
number of shares— constitutes a recognizable asset to the corporation. 
It also assumes that stock subscribed is a recognizable equity— an 
intermediate, temporary phase of the proprietary interest. On the 
basis of these assumptions the second step becomes a matter-of-fact 
collection of a receivable, and the entries for the third serve to close 
the provisional equity account and open the account with stock 
outstanding. 

As a convenient procedure, and one useful for purposes of account- 
ing control of subscriptions, the three-step treatment outlined has 
merit. Steps one and three, however, should not be overemphasized 
as to effects. Stock subscriptions are nothing more than promises to 
invest; at the most they represent capital in the process of being 
raised. The issue of formal certificates, moreover, is a nominal, 
clerical step rather than a decisive transaction; in general the sub- 
scriber becomes an actual stockholder by the act of contributing 
funds. The essential transaction is the acquisition of cash or other 
property from the investor; it is this step that brings true assets into 
being and gives rise to the existence of contributed capital* Accord- 
ingly the uncollected balance df subscriptions at the end of an ac- 
counting period may well be shown as a contra to capital stock sub- 
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scribed in the financial statement. And if the uncollected subscrip- 
tions are reported as an asset, rather than as a contra on the equity 
side, the amount should be clearly labeled and should not be com- 
bined with ordinary receivables. 

Where there is only a very small number of subscribers the ac- 
counts covering subscriptions and capital stock may be set up in 
terms of the names of the particular parties, without the use of con- 
trolling accounts. 

Subscription Installments and Defaults. Where stock subscriptions 
are taken on the installment plan the entries recording collections be- 
come correspondingly detailed. The M Co., for example, accepts 
subscxiptions on January 15 for 1,000 shares of stock at |100 each. 
The subscriptions are accompanied by a down payment of 10%, and 
the agreement provides for payment of the balance in three equal 
monthly installments, the first of which is due on February 15. As- 
suming that subscriptions are collected in full on the due dates and 
that the certificates are issued on April 20, the necessary general- 
ledger entries are: 


January 15 


Subscriptions . 

Capital Stock Subscribed 

Gash . . . . . . 

Subscriptions 

. $100,000 

10,000 

$100,000 

10,000 

Gash . . 

Subscriptions . 

February 15 

30,000 

30,000 


March 15 and April 15 
(same as on February 15) 




April 20 




Capital Stock Subscribed . . . ... . . 100,000 

Capital Stock Outstanding . . , . , . . 100,000 

In these entries the total amount subscribed is passed through the 
subscriptions account, although it would of course be possible to 
charge cash directly for the amount of the down payment. 

A variation consists of opening a series of installment accounts in 
lieu of, or in addition to, the general subscriptions account, for the 
purpose of securing separate control of each installment and to em- 
phasize amounts currently receivable, past due, etc. in making re- 
ports. However, if the underlying cards or sheets are properly ruled 
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all necessary data can be made readily available without elaboration 
of general-ledger accounts. 

To illustrate the treatment of defaults assume conditions as above 
except that on Y's subscription for ten shares no collections are made 
after the down payment and the subscription is considered canceled. 
The entries necessary to give efiEect to the default and cancellation 
on the books are: 


Capital Stock Subscribed $1,000 

Subscriptions (and Y’s account) $900 

Capital Contributed by Defaulting Subscribers. ... 100 


This assumes that the initial deposit is not recoverable by Y, an 
assumption that might be questioned in some circumstances from a 
strict legal standpoint. The Company in this situation might rea- 
sonably issue one share of stock to Y, canceling the balance of his 
subscription, in which case no special item of capital would emerge. 

Ideally, the capital arising from forfeited deposits on subscrip- 
tions should be charged with any financing or other costs incurred 
applicable to the uncollectible portion of the subscriptions. 

In the raising of capital from employees and customers on the in- 
stallment plan, where the period involved is likely to cover a year or 
more, interest is sometimes charged on unpaid balances and the sub- 
scribers’ accounts are credited with an amount matching the divi- 
dends declared on outstanding stock. 

Treatment of Unissued Stock. Some accountants advise beginning 
the accounting for capital stock with recognition of capital author- 
ized rather than capital subscribed. Applying this suggestion to the 
first example given above, and combining transactions with incor- 
porators and others, results in the following skeleton entries: 


Unissued Capital Stock . 
Capital Stock Authorized. 

(1) 

. . $100,000 

$100,000 

Subscriptions ..... 
Capital Stock Subscribed. 

(2) 

, . 100,000 

100,000 

Cash . . .... . 

Subscriptions , . . . 

(3) 

. . 100,000 

100,000 

Capital Stock Subscribed 
Unissued Capital Stock . 

(4) 

, . 100,000 

100,000 
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In addition entries necessary to close capital stock authorized to capi- 
tal stock outstanding might be made if this were deemed desirable* 
Under this procedure the initial memprandiim entries are nrn- 
tuaiiy offsetting, and no harm is done if this is understood. Un- 
issued stock represents a means by which resources may be obtained 
but it is not a recognizable asset; to hold otherwise would be equiva- 
lent to contending that the company has as much property before 
the capital has been raised as it has afterward— manifestly an absurd 
proposition. It follows that any balance in the account with un- 
issued stock should either be excluded from the position statement 
or should be reported as a contra to authorized stock. If, for ex- 
ample, the entire authorized stock of 10,000 shares is booked but the 
amount issued at the date of the first report is only 3,000 shares, the 
appropriate presentation is: 


Capital Stock: 

Authorized-—! 0,000 shares, par value $10 each- . . . . $100,000 
Unissued — 7,000 shares . , . . . .... . . 70,000 


Outstanding — 3,000 shares $ 30,000 


In the case of no-par stock the undesirability of recognizing un- 
issued stock in the ledger is made quite apparent by the absence of a 
formal capital value. 

Issue of Stock at Discount. In some jurisdictions stock may be 
legally issued by the corporation at a discount, and issue of stock 
when less than par has been paid in is usually not considered im- 
proper if it is understood that the balance will be collected later. 
Issuing at a discount may arise from the state of the market for 
funds, or it may reflect the fact that the entire amount of capital is 
not needed in the early stages of the venture. Mining companies 
have sometimes issued partly-paid stock with the expectation of call- 
ing the balance in as required for development. Certificates issued 
under such circumstances must show the amount paid in as well as 
par value. In law the stockholders are liable for the amount of 
actual discount and can be assessed by action of the board of directors 
or, in insolvency proceedings, by the court. This rule follows from 
the doctrine that in the case of stocks with par value the legal capital 
is represented by the amount of par. 

A not unreasonable method of recording stock issued at a discount, 
and of w^hich instances have been found in practice, consists of cred- 
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iting the capital stock account with the amount paid in and ignoring 
par. The R Co. for example, issues 1,000 shares of stock, par value 
1 100 each, at |80 per share. The summarized entries are: 

Gash S80,000 

Capital Stock — Amount Paid In 180,000 

Later a pro-rata assessment of |10 per share is collected. The en- 
tries under this method are: 


Cash S10,000 

Capital Stock — Amount Paid In $10,000 


It is almost universal practice, however, to show par value explicitly 
ill the accounts and where stock is emitted at a discount this requires 
the use of a special offsetting account. Applying this treatment to 
the issue of R Co. stock the entries become: 

Cash 180,000 

Capital Stock^ — Discount 20,000 

Capital Stock — Par $100,000 

And the amount of the assessment collected is credited to the modify- 
ing account, thus: 

Gash $10,000 

Capital Stock — Discount ......... $10,000 

In recording subscriptions for stock at less than par the subscriber's 
account should be charged with the amount collectible, not par 
value. If desired the par value may be recognized at once in the 
stock subscribed account, with an accompanying offset, or the dis- 
count may be recorded when the stock is issued and the temporary 
equity account closed. 

With respect to stock-ledger procedure it should be observed that 
the individual shareholder’s account may very well be maintained 
in terms of par value, whatever the issue price, assuming that the 
amount of discount (or premium) is uniformly applicable. 

In the position statement stock discount should be presented as a 
contra to par value, as shown by the following: 

Capital Stock: 

Par Value . $100,000 

Less Discount 10,000 $90,000 
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This method of display satisfies the tradition to the effect that par 
value must be reported and shows clearly the actual amount paid in 
by the shareholders. 

Improper Treatment of Discount. The mistake is sometimes made 
of reporting discount as a deferred charge on the asset side (or, worse, 
burying the amount under some definite asset caption). Stock dis- 
count is always an offset to a nominal equity value, never a true 
resource. To treat the item of discount as actual property is tanta- 
mount to assuming that asset values must be present in an amount 
sufficient to validate par— an assumption which denies the existence 
of discount, the phenomenon under consideration. This conclusion 
is not altered by the fact that discount is a type of contingent receiv- 
able. Even stock subscriptions, as noted earlier, have a somewhat 
dubious asset status, notwithstanding their definiteness and collecti- 
bility. Discount, like unissued stock, represents authorized capital 
which may never be raised, and should certainly not be viewed as a 
genuine asset unless and until decisive action is taken to collect. 

Neither should stock discount, although a negative equity item, be 
construed as a loss to the issuing corporation. Issue at par may in 
general be preferable, but this does not mean that issue below par 
brings any loss of asset values. As stated above, discount is simply 
that portion of the nominal amount of capital represented by stock 
outstanding which for one reason or another has not been paid in by 
the stockholders (and was not included in their subscriptions); and 
the appearance of this element in the accounts would not be neces- 
sary if it were not considered advisable to record par value in formal 
fashion. 

Confusion of true discount and costs incurred in raising capital is 
not uncommon, particularly where large blocks are issued through 
underwriters. Discount is the difference between par value and the 
actual amount contributed by the original body of stockholders; the 
amount paid in cash or equivalent for services rendered in the process 
of financing represents a genuine asset. 

Disposition of Discount. Absorbing stock discount in the operating 
charges of later periods, a treatment which naturally follows record- 
ing discount in the first instance as a deferred charge, is a blunder. 
This practice pads expenses with the amount of an offset to nominal 
capital and thus results in the retention of earnings in the business 
'without passing such earnings through the income account; it per- 
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mils revenue to be capitalized, in other words, without any acknowl- 
edgement of the process. If discount is written off the charge should 
be treated as an appropriation of net earnings and not as an expense 
or loss. 

Assuming that the distinction between original investment and 
accumulated earnings (or deficit) is fundamental, and that stock- 
holders and others interested have a right to be fully informed in this 
connection, a case can be made for the retention of the discount 
account on the books as a permanent part of the record of capital 
stock or until eliminated by assessment. This position is sometimes 
opposed on the ground that discount is a doubtful item, the appear- 
ance of w^hich tends to impair the standing of the corporation, and 
those holding to this point of view urge that discount should be 
absorbed by charges to retained income just as soon as this becomes 
feasible. Such opinion is partly the result of the mistaken notion 
that discount must be reported among the assets. If discount is 
clearly shown on the equity side as a deduction from par in the de- 
termination of the amount paid in, the danger of misinterpretation 
is avoided. 

The familiar view that the absorption of discount by charges to 
earnings will release the stockholders from the contingent liability 
represented by discount is not solidly founded. The courts have 
held again and again that a distinction must be drawn between the 
acts and affairs of the shareholder and the acts and affairs of the 
corporation in which he has an equity. It follows that the liability 
of the shareholder to contribute the full amount of par can be sat- 
isfied only by definite payment by the shareholder, from his own 
funds, of the required amount. The accumulation of earnings by 
the corporation^ however booked, does not constitute a legal con- 
tribution by the shareholder to the corporate treasury. 

Assessment Procedure. Assume, for example, that the R Co., having 
10,000 shares of stock with a paid-in value of |80,000 and a par of 
1100,000, calls an assessment on stockholders of the balance of the 
discount, |2 per share. Accounts showing both par and discount are 
on the books, and there is an accumulated deficit amounting to $1 
per share. Upon notification of stockholders, all necessary formali- 
ties having been taken care of, the outstanding discount is made 
collectible as of a specified date or dates and entries recognizing this 
condition may be recorded, as follows: 
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Assessments Receivable . . , ... , . . .$20,000 

Capital Stock — Discount . $20,000 

Assessments receivable have about the same status as unpaid sub- 
scriptions, except that more difficulty is likely to be experienced in 
effecting their collection. If desired the somewhat nominal char- 
acter of the absorption of discount at this point might be indicated 
through the use of a special account to receive the credit entry. As- 
suming that all assessments are paid by the stockholders as scheduled 
the entries summarizing collections are: 

Gash $20,000 

Assessments Receivable $20,000 

It is necessary, of course, to maintain a record with each stockholder 
to which is charged the amount assessed and to which the one or 
more amounts received are credited. 

It should be noted that the calling and collecting of discount does 
not affect the amount of accumulated earnings or loss. 

Shares on which assessments remain delinquent may by due legal 
process become forfeited to the company. In this event the book 
equity represented by the forfeited shares becomes attached to the 
remaining shareholders as a form of capital adjustment. 

Discount on Preferred Stock. Any class of par-value stock may be 
issued at a discount, and the contingent liability presumably attaches 
exclusively to the particular class of stock through which the dis- 
count originates. It is possible, moreover, for one company to issue 
fully-paid common stock and preferred stock at a discount. The R 
Co., for example, issues 10,000 shares of common stock with a par 
value of |10 per share at par, and at about the same time issues 1,000 
shares of preferred stock, with a par of f 100, at $95 per share. In 
this situation the preferred stock is assessable although the common 
is fully paid. 

The agreement with the preferred stockholders commonly pro- 
vides that in the event of liquidation they shall be entitled to the par 
value of their holdings before any distribution may be made to the 
junior shareholders. Does this in any way affect the assignment of 
discount arising through the issue of preferred stock? A negative 
answer is justified, on the ground that liquidation conditions— al- 
though they should not be lost sight of— do not control the accounts 
and statements of the going concern. With respect to the capital 
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accounts of the corporation it is clearly the task of the accountant to 
show the amount actually paid in by each class of stockholders, even 
if this classification does not correspond to the distribution which 
would be in effect upon dissolution, and this requirement controls 
the presentation of par values and discounts. 

The proper treatment in the position statement can be indicated 
as follows: 

Preferred Stock (1,000 shares, par $100) 

Par Value 

Discount 

Amount Paid In 

Common Stock (10,000 shares, par $10 each) 

Paid In 

Premium on Stock. Although the general legal view classifies the 
excess over par value paid in by stockholders as “surplus"' the ac- 
countant usually takes the position that stock premium represents a 
part of the total capital investment and should be reported as such. 
In particular he objects to the doctrine that premium affords a basis 
for dividend appropriations. It is certainly not good administration 
to disburse as dividends funds paid in by shareholders (except in the 
process of partial or complete liquidation), and such action is almost 
sure to be misleading to present and prospective investors. 

It is a tradition in banking that stock should be issued at a sub- 
stantial premium, as a means of expanding actual capital beyond the 
stated amount. (It would perhaps be more reasonable if the prac- 
tice were to authorize a larger number of shares and issue ail shares 
at par value.) Such premium, although generally credited to “sur- 
plus," is viewed as a part of the capital structure, not available for 
dividends. 

Inclusion of premium in current net income, a practice not un- 
known, is entirely unjustified. Whatever conclusion may be reached 
with respect to the propriety of basing dividends on premium it 
should be evident that no part of the contribution of the stockholder 
is income. 

Premiums received on more than one class of stock should not be 
combined in a single ledger account. As in the case of stock issued 
at a discount, it is advisable to show in the position statement the 
amount actually received for each class of stock, although there is no 
question of assessment here. From the standpoint of dissolution, 
true, premium on preferred stock may not represent an equity of the 


$100,000 

5,000 


$ 95,000 
100,000 
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holders of this class of stock, but this fact does not make it undesir- 
able to show the origin of the premium. 

Recording No-Far Stock. The M Co., for example, issues 1,000,000 
shares of no-par common stock at a price of $15 per share. By resolu- 
tion of the board of directors the stock is given a stated value of $7.50 
per share, and the amount received in excess of this value is treated 
as paid-in ‘'surplus.'" The summarized entries, according to the 
treatment usually recommended, are: 

Cash $15,000,000 

Capital Stock — Stated Value .... $ 7,500,000 

Capital “Surplus” 7,500,000 

In the position statement the stock equity in this situation should 
be reported as follows: 

Common Stock (1,000,000 shares authorized and 
issued): 

Stated Value $ 7,500,000 

Capital “Surplus” . 7,500,000 $15,000,000 


This procedure serves to emphasize the capital character of the 
“surplus," and should discourage improper action in connection 
therewith. Unfortunately some corporations still fail clearly to dis- 
tinguish capital “surplus" from retained earnings in their reports, 
and there have been cases in which dividend appropriations were 
based, directly or indirectly, upon funds represented by the contribu- 
tions of stockholders. It would be helpful, as a means of discourag- 
ing misinterpretation, if accountants would insist on crediting the 
total amount paid in by a particular class of stockholders to a single 
account (in the case of par issues as well as in no-par cases), and re- 
stricting the reporting of any portion legally viewed as “surplus" to 
a parenthetic showing. For the example given this would result in 
the following treatment: 

Common Stock (1 ,000,000 shares authorized and issued) : 

Capital Contributed (of which the amount of $7,500,000 has 

been designated as paid-in “surplus”) $15,000,000 

Where preferred stock is authorized without par value it is neces- 
sary to settle upon an amount to which each share is entitled in the 
event of liquidation, and use of such amount in lieu of par value in 
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recording. the issue of the stock is. a possibility. Here too^ however, 
the most .satisfactory treatment is to credit the capital stock account 
directly with the entire proceeds. 

The stock ledger in the case of no-par stock can readily be kept in 
number of shares, with no value attached. It is better procedure, 
however, to apply the value per share appearing in the capital ac- 
count in the general ledger, as this facilitates clerical control. 

Issue of Stock for Property Other than Cash. In corporate organiza- 
tion, particularly where an existing business is acquired, blocks of 
stock are often issued directly for land, mineral rights, buildings and 
equipment, patents, and other assets. In ail such situations the 
assets contributed by the stockholders should be recorded in the 
corporate accounts at their fair market values, on a cash or equivalent 
basis, at date of acquisition by the company, and the amount of such 
values should be credited to the capital stock account or accounts. 
If the shares issued have a par amount, and the value of the assets 
received is less than such nominal figure, the amount of the excess is 
stock discount, just as in the case of shares issued for cash at less than 
par; if the value of the assets received exceeds the par of the shares 
issued such excess represents a form of stock premium. Using the 
nominal amount of securities issued as a measure of the assets re- 
ceived— a common practice— will give proper results only where the 
actual value of the assets happens to coincide with par. Likewise 
the use of values appearing in the accounts of the party from whom 
the assets are acquired is objectionable except in those relatively rare 
cases where the old book figures happen to approximate present 
values. The accounts of the acquiring corporation, a distinct en- 
tity, should be charged with the present value of property acquired, 
not with cost or cost less depreciation to a predecessor owner. In 
practice, in some situations, there are varying opinions as to the cash 
value of the assets invested— a condition that may in part account for 
the tendency of the courts to hesitate to construe an alleged over- 
valuation as assessable discount. In dealing with cases of this type 
the accountant should examine the conditions carefully and should 
not be guided solely by the nominal terms of the transaction. In- 
direct evidence of actual property values is sometimes found in 
concurrent transactions in which a substantial block of the same 
class of stock is issued for cash. Where no dependable evidence of 



-694 


ESSENTIALS OF ACCOUNTING 


value is available, and questionable amounts are presented in state- 
ments, there should be full disclosure of the fact that the figures 
shown have not been validated either by appraisal or by the terms 
of related transactions. 

The process of acquiring property by issuing stock to the former 
owner is often mistakenly referred to as a “purchase/' “payment" 
being made in the form of shares of stock. Actually there is neither 
purchase nor payment. From the point of view of the corporation 
the transaction is not an exchange of assets but rather consists of the 
receipt of property from investors to whom shares of stock are then 
issued as evidences of their contributions of capital. Thus there is 
no basic distinction between a transaction in which the stockholder 
deposits cash and one in which he furnishes some other form of 
property. And where property other than money is invested equit- 
able treatment of the investor requires that his contribution be 
measured in terms of its current cash value. 


issue of Stock for Property Illustrated, The M Co., for example, is 
organized for the purpose of taking over certain assets which M 
owns and expanding the activities in which he has been engaged. 
The authorized capital consists of 500,000 shares of common stock, 
with a par of $10 per share, and 10,000 shares of preferred stock, par 
$100. M Co. issues 400,000 shares of common stock to M upon re- 
ceiving from M assets as follows: 


Inventories , 

Land . ... 

Buildings and Equipment (net) 
Patents . 


Amount Appearing Estimated 
in M’s Accounts Present Value 


$ 325,000 
400,000 
1,500,000 


$2,225,000 


$ 300,000 
500,000 

1.750.000 

1.450.000 


$4,000,000 


The figures of estimated present value represent careful estimates 
made by competent appraisers except in the case of patents. The 
value for patents is established by the board of directors by deduct- 
ing the total of the other assets received from the total par amount of 
the shares issued to M. The preferred shares are issued to various 
parties for cash at par. Immediately after the transaction with M 
Co. M sells 100,000 shares of his stock to R for $750,000, cash. With 
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these conditions, and accepting the board's figure for patents, the 
resulting condensed position statement stands as follows: 


Assets Equities 

Gash $1,000,000 Capital Stock-Preferred . $1,000,000 

Inventories 300,000 Capital Stock — Common . 4,000,000 

Land 500,000 

Buildings and Equipment . 1,750,000 

Patents ...... 1,450,000 


$5,000,000 $5,000,000 

The validity of the foregoing statement may, however, be ques- 
tioned. The immediate transfer of a large block of common stock 
from M to R on a cash basis affords in effect an independent com- 
mercial testing of the total values of property received by the M Co. 
from M. Assuming that M and R are both fully informed and are 
acting on a commercial basis, with reasonable intelligence, this 
transaction forces the conclusion that the assets contributed by M 
had a fair cash value, from a going-concern standpoint, of only 
000,000 (400,000 times |7.50). This means— if the inventories, land, 
and buildings and equipment have been properly valued— that the 
sound value of the patents is only S450,000 and that the 400,000 
shares issued to M were in effect issued at a discount of $1,000,000. 
A statement prepared on this basis— a more valid interpretation of 
the conditions— would show: 


Assets Equities 

Gash $1,000,000 Capital Stock— Preferred . 11,000,000 

Inventories 300,000 Capital Stock — Common: 

Land. 500,000 Par. . . .$4,000,000 

Buildings and Equipment . 1,750,000 Discount (or 

Patents’*' . ..... 450,000 overvalua- 
tion). . .1,000,000 3,000,000 


$4,000,000 , ' $4, 000, OOP 

* Value based on fact that M immediately transferred 100,000 shares to R at 
$7.50 per share, which implies total commercial value for assets contributed by M 
of only $3,000,000 and hence a value for patents of only $450,000. 

The foregoing statement is of course incomplete in that the main 
heading is omitted, subdivisions of assets and equities are not indi- 
cated, and details such as number of shares authorized and issued 
are not shown. 
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Donated Stock, It was formerly common, particularly in states not 
permitting issue of stock at a discount, for mining corporations and 
other speculative enterprises to issue a large block of stock for 
property with the understanding that a portion of such block was 
to be returned to the corporate treasury as a ‘"donation” for the 
purpose of facilitating the raising of working capital. By this device 
the stock was made nominally “fully paid and nonassessable,” and 
was then reissued for cash at whatever amount per share would at- 
tract investors. 

The K Co., to illustrate, is organized to develop a tract of mining 
land held by K. The authorized capital is 100,000 shares, par $10 
each. Qualifying shares are issued to the members of the first board 
of directors at par for cash, $100. K agrees to transfer his land to the 
corporation for the balance of the stock with the understanding that 
49,989 shares be donated to the Company’s treasury for reissue, and 
this agreement is consummated. The donated stock is then issued to 
various parties at an average “price” of $5 per share. Organization 
costs, commissions, etc. are paid in cash, $20,000. Conventional 
entries for this situation, ignoring subscription accounts, are as 
follows: 

( 1 ) 

Gash $ 100 

Capital Stock 

To record issue of directors’ qualifying shares 

( 2 ) 

Mining Land 999,900 

Capital Stock 

To record issue of stock to K for mining land 

(3) 

Donated Treasury Stock . 499,890 

Donated Capital. .......... 

To record receipt of 49,989 shares from K as a donation 

(4) 

Cash. 249,945 

Donated Capital ... . ..... . . 249,945 
Donated Treasury Stock ..... . . . 

To record issue of treasury stock at $5 per share 

(5) 

Organization Costs , . . . 20,000 

Gash . 

To record payment of organization charges 

On the basis of these entries the position statement would stand as 
follows: 


$ 100 


999,900 


499,890 


499,890 


20,000 
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Assets Equities 

Gash $ 230,045 Capital Stock $1,000,000 


Organization Costs . . . 20,000 Donated Capital. . . , 249,945 

Mining Land .... 999,900 

$1,249,945 $1,249,945 


This treatment is not sound. Even without the demonstration of 
the issue of ‘‘donated'* stock at |5 per share it should be apparent 
that this stock is in no sense an asset and that the “donated capital" 
is fictitious. The essence of the understanding with K is that he 
agrees to turn over his mining land to the corporation for 50,001 
shares of stock; there is no indication that he pays a premium for 
the shares he retains. If, therefore, it is desired to use special ac- 
counts to trace the effect of the “donation" such accounts should be 
interpreted as offsets to capital stock and mining land, respectively, 
and should be reported accordingly. When the donated stock is 
reissued it becomes plain that the actual value of all the resources of 
the enterprise amounts to only |500,000 (from the point of view of 
those willing to invest cash concurrently with K’s investment of 
mining property). Subtracting from this total the amount of cash 
and organization costs, §250,045, leaves §249,955 as the implicit cash 
value of the mining land. From this approach the above entries 
beginning wdth (2) should be revised as follows: 


( 2 ) 

Mining Land $999,900 

Capital Stock — Par. . 1999,900 

(3) 

Capital Stock — “Donated’^ Shares ...... 499,890 

Mining Land — Valuation Adjustment .... 499,890 

(4) 

Cash. . . • • • • 249,945 

Capital Stock — Discount (or overvaluation) . . . 249,945 

Capital Stock — ^“Donated” Shares 499,890 


( 5 ) 

(as above) 

Capital Stock — Discount (or overvaluation) . . . 250,055 
Mining Land — Valuation Adjustment . . . . 250,055 

To reduce recorded value of mining land and stock 
equity to level indicated by issue of donated shares 

A statement prepared at this paint, arranged to show^ both nominal 
and implied cash values, would appear as follows: 
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Assets 



Equities 


Gash.. ...... 

. $230,045 

Capital Stock: 



Mining Land: 


Par . 

. $1,000,000 


Nominal Valua- 


Discount (or 



tion. . . .$999,900 


overvaiua- 



Valuation Ad- 


tion) . 

500,000 

$500,000 

justment . . 749,945 

249,955 




Organization Costs. . 

. 20,000 





$500,000 



$500,000 


The revised treatment might be modified slightly by exempting 
the ten shares issued for par from the revaluation to the $5 basis. If 
this were done the net value of the mining land would be found by 
multiplying the shares retained by K, 50,001, by the implied value 
per share, |5, which would result in a figure of $250,005. This modi- 
fication, however, is subject to the objection that the issue of the 
large block is a more decisive indication of actual value than the 
issue of qualifying shares, and that it is unreasonable to use two 
values in recording a single issue of homogeneous units. The fact 
that a small block has been issued at par may be assumed to have 
been taken into account by the purchasers of donated stock as one 
of the factors determining the price they were willing to pay. In 
other words, if the directors had contributed less than $100 for the 
ten shares issued to them the price of the donated stock would pre- 
sumably have been slightly under $5. 

Composite Stock Issues. When two or more kinds of stock are issued 
jointly as an investment “package'* how should the amount received 
be apportioned on the corporation's books? A general answer to 
this question may be found in the consideration of a simple illus- 
tration. The M Co. issues 100,000 shares of no-par common stock 
as a “bonus" to parties subscribing for 50,000 shares of preferred 
stock at par, $100, At about the same time another block of 100,000 
shares of common stock is issued for $5 per share, cash. In this 
situation it seems reasonable to hold that the separate issue of a 
substantial amount of common stock for cash fixes the amount assign- 
able to common stock where common and preferred shares are issued 
jointly. A subscription for one share of preferred stock, in other 
words, in effect includes a subscription for two shares of common 
stock at $5 each, which means that of each $100 paid in the amount 
of only $90 is applicable to the preferred. Under this interpretation 
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condensed entries covering the issue ■ of the preferred and bonus 
stock are: 


Gash $5,000,000 

Capital Stock Preferred — Discount 500,000 

Capital Stock Preferred — Par $5,000,000 

Common Stock . . , . 500,000 


It is possible that the implicit discount on preferred stock in such a 
case would not be construed by a court as discount subject to assess- 
ment. It represents, nevertheless, the difference between the par 
value and the amount paid in which is assignable to preferred and 
should be reported as such. That the preferred stock presumably 
has a prior claim on assets to the extent of par value in the event of 
dissolution need not alter this conclusion. 

Where all of the stock is issued in composite units it may be neces- 
sary to divide the amount paid in arbitrarily, at least for the time 
being. If the junior stock involved has a minimum legal value a 
corresponding amount of the total paid in—for w^ant of a better 
figure— may be assigned to the common stock. Seldom if ever is it 
reasonable to assume that one type of stock represents no recog- 
nizable investment; in any going concern even the residual stock has 
some value, due to the control represented and the speculative pos- 
sibilities. In some cases the only feasible treatment at the outset 
may be to credit the entire amount received to a joint account. How- 
ever, if market values for one or both issues become established soon 
after organizatiofi, the preliminary accounting may be revised on 
the basis of such values. Assume, for example, that the M Co. 
issues preferred and common stock jointly as above but that no 
shares of either preferred or common are issued separately. The fol- 
lowing entries reflect this condition: 


Cash. . $5,000,000 

Capital Stock — Preferred and Common . . . $5,000,000 


To record issue of 50,000 shares of preferred, and 
100,000 shares of common stock as a *‘bonus” there- 
with, the total proceeds being $5,000,000 

Shortly thereafter, on the basis of a number of transfers, the recog- 
nized market prices of the preferred and common stock are $94.50 
and $5.25 per share, respectively, making the value per unit $105. 
It would now be possible, and not unreasonable, to apportion the 
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proceeds of the joint issue on the basis of these valuations, which 
would mean assigning 945/1050, or 90%, to the preferred issue and 
the balance of 105/1050, or 10%, to the common stock. This sug- 
gestion must not be pushed too far, as market values some time after 
organization may not reflect the original relative values. 

It may be difficult to issue par stock as a bonus without render- 
ing it liable to assessment. This fact sometimes leads to the nominal 
validation of par by the procedure outlined above in the discussion 
of donated stock, as a means of obtaining a supply of stock that can 
be issued without explicit consideration. 

Book Value of Capital Stock. Book value is the amount of the stock 
equity as shown by the accounts of the issuing corporation, including 
those which register the effects of operation and other changes; and 
book value per share is total book value divided by the number of 
shares actually outstanding. At the time the stock is issued book 
value and market value should be identical, but this condition can- 
not be expected to persist due to the many factors affecting market 
prices which are not fully and continuously reflected in the accounts 
of the corporation. Where there is but one class of stock outstanding 
the only problem arising in computing book value is the interpreta- 
tion of particular accounts. Amounts appearing in treasury stock 
and other off-setting accounts must be deducted, and all elements of 
retained earnings, however labeled in the ledger, should be included. 
Occasionally ^'reserves'’ are established under conditions which 
make it especially difficult to determine their character. Dividends 
payable are a liability and should be excluded from the computation 
of proprietary equity. 

Where preferred stock is of the typical par type, with no partici- 
pating features and no special provision for redemption, the equity 
of the holders is limited to par. The book value of such stock from 
the standpoint of amount invested, however, is either more or less 
than par where the stock is issued at a premium or a discount. In 
the case of preferred issues with special features finding a satisfactory 
basis on which to assign the total stock equity to the senior and 
junior issues may be troublesome. For example, if preferred stock 
with a par of |100 per share, and issued at that figure, has a prior 
claim to assets in the event of liquidation of |120 per share, the 
assumption that the book value of the preferred is $120 may result 
in an unreasonably small book value— from the standpoint of the 



CORPORATE CAPITAL ACCOUNTS 


701 


going concern—for the common stock or even in the ridiculous con- 
clusion that the book value of the common is less than zero. In 
such a situation it is proper, in calculating and presenting book 
value of common stock, to assign to the preferred stock only the 
amount invested, with the liquidation situation included in the ac- 
companying explanation. If the preferred stock participates with 
the common in the net proceeds of liquidation, after par values of 
both issues have been taken care of, the total book value may or- 
dinarily be assigned in accordance with the licpiidation conditions, 
provided the basis is clearly reported. 

Dividends in arrears on cumulative preferred stock represent a 
claim to earnings, outranking the rights of holders of junior stock, 
and the effect of such a claim should be recognized in the position 
statement, at least to the extent of a footnote. Unappropriated divi- 
dends on noil-cumulative preferred stock are likewise sometimes 
construed as an equity of the pi'eferred shareholders where earned. 
However, the legal situation is generally such that preferred dividend 
arrearages, prior to action by the board of directors or institution of 
reorganization or liquidation procedure, constitute a ‘‘shadow’' on 
the equity of junior stockholders rather than an outright deduction 
therefrom. 

From the standpoint of the going concern a premium that must 
be paid to preferred shareholders in the event of redemption is not a 
recognizable portion of the senior equity, particularly where there is 
no due date and retirement is optional with the corporation. 

The portion of book value assigned to preferred stock of the no-par 
type should in general be determined by accepting either the amount 
paid-in or the stated amount to be given priority in liquidation, 
whichever seems the more reasonable under a given set of conditions, 
as a starting point, with suitable modification on account of partici- 
pating rights or other special features as outlined above. 

Where two or more specialized classes of stock are outstanding, 
precise assignments of book value to the several issues may be more 
misleading than helpful, and in this event a brief statement of the 
principal rights and relationships involved should be employed in 
iieu of assignment where the question of book value is raised. 

Treatment of Stock I.ssiie Costs. The costs incurred in raising funds 
from stockholders— like other promoting, organizing, and financing 
charges— represent an asset rather than an expense or loss, and should 
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be dealt with accordingly in the corporate accounts. Such costs in- 
clude legal and other professional fees incurred in setting up the 
capital structure and effecting arrangements for issuing stock, print- 
ing and engraving charges, clerical costs, and commissions of financial 
agents. A reasonably detailed record of stock issue costs should be 
maintained, to provide a basis for full disclosure of such costs wher- 
ever this may be needed and to facilitate proper subsequent treat- 
ment. 

The common practice of writing off costs of raising capitak imme- 
diately or arbitrarily over a short period should not be condoned. 
Using funds in the essential process of raising money and launching 
the enterprise gives rise to no less valid and recognizable assets than 
using funds to build a building. Without capital, indeed, it would 
be impossible to go forward with the process of acquiring the specific 
tangible assets needed in operation. This means that the total 
capital invested is not reduced by the act of paying for services 
required in capital raising any more than it is by the act of paying 
for the services of the architect or bricklayer. It follows that the 
immediate deduction of stock issue costs from so-called capital “sur- 
plus”— as often recommended— is entirely unjustified and amounts 
to downright misrepresentation. If the stockholder invests $100., 
and through the application of an unfortunate legal theory the 
amount of $50 of this investment is labeled “surplus,” the accountant 
is nevertheless obligated to report the entire amount as long as no 
capital losses have been incurred. If he deducts financing costs of- 
fer example— $5 from the portion of the capital designated as “sur- 
plus,” with a resulting showing of a total remaining investment of 
only $95, he is guilty of a definite misstatement. 

Since stock issues as a rule have no maturity date the issue costs 
represent ordinarily an asset of indefinite life, not subject to amorti- 
zation. Where, however, there is a return of capital pro rata, or ail 
or part of a particular issue is redeemed or otherwise retired, an 
appropriate part of the issue costs should be written off. 

Questions 

1 . What are the three main steps into which the work of launching a corporate 
enterprise may be divided? 

2. Define authorized capital, stock subscribed, stock outstanding, unissued 
stock, treasury stock. 

3. What is meant by ‘‘par value” of capital stock? Discuss the origin and use 
of par stocks. 
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4. WIsat is the implicit advaatage of stock without par value? Why has this 
advaiitage not, in general,, been realized? 

5. What is meant by common stock? Discuss the nature and use of preferred 
stocks. 

6. Describe the typical stock certificate. 

7. Outline the accounting for stock subscriptions, including the handling of 
installments and defaults. How should the subscriptions and stock subscribed 
accounts be reported in the position statement? 

8. Should unissued stock be given recognition in the accounts? 

9. Define stock discount. Should discount be recorded in the accounts and 
statements, and if so, how? Contrast stock discount and cost of raising capital. 

10. “Discount on stock is a deferred charge to operations which should be ab- 
sorbed as soon as revenues are adequate for the purpose.” Discuss. 

11. “An important reason for prompt amortization of discount on stock is the 
desirability of relieving the stockholders from the contingent liability involved as 
soon as possible.” Discuss, 

12. Under what circumstances are stockholders assessed? What action is open 
to the corporation where a shareholder fails to pay? 

13. A, an original stockholder, ovras 100 shares of X Co. stock, par $100 per 
share, acquired at $90 per share. B, also an original stockholder, owns 1 00 shares 
for which he paid $105 each. Ignoring the effect of other possible holdings, is X 
Go. stock assessable, and if so, how would an assessment be levied? 

14. How should discount on preferred stock be recorded, assuming that the par 
value of the preferred stock represents a prior claim to assets? 

15. What is the nature of premium on par-value stock and how should it be 
reported? 

1 6. Ideally, how should the consideration received for no-par stock be recorded? 
What is the usual practice? 

17. What is the amount of the investment where stock is issued for property other 
than cash? Explain the use of indirect evidence in measuring the amount recog- 
nizable on the corporation’s books in such cases. 

18. With an illustration explain the origin and significance of stock “donated to 
raise working capital” in accordance with an understanding reached before the 
stock was issued. Does the “donating” stockholder make a sacrifice? Explain. 

19. Illustrate the proper method of allocating the amount invested where two 
Of more classes of shares are issued as a unit. 

20. Define book value of capital stock. Point out some of the problems which 
arise in allocating total book value where two or more classes of stock are outstand- 
ing. Are preferred dividends in arrears an offset to the recorded value of the junior 
stock issue? 

21. Discuss the accounting treatment of financing costs. Argue that the cost of 
an investment banker’s services is no more subject to question, from the standpoint 
of economic validity, than the cost of a carpenter’s services. 
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Split-Ups and Reductions. A split-up is any procedure by which 
the number of shares outstanding is increased without any change in 
the total stock equity or its main subdivisions. The M Co., for 
example, has outstanding 100^000 shares of stock with a par value 
of $100 each. To increase the marketability of the stock, which has 
reached a price of $400 per share, with the result that the market for 
the shares is becoming less active, steps are taken to change the 
capitalization to 1,000,000 shares with a par value of $10. The old 
certificates are then called in and new certificates issued on the basis 
of ten shares of new stock for each old share held. The transaction 
makes no change in the amount of formal capital, which remains at 
$10,000,000, and there is no adjustment of the amount of retained 
earnings. The only effect on the equity of the stockholder is the 
increase in the number of equal parts into which such equity is 
divided. It follows that no entries are required in the general ledger, 
although revision of the stock ledger with respect to number of 
shares in individual holdings is needed. The title of the capital 
stock account in the general ledger may also need some modifica- 
tion. 

A recapitalization in which outstanding par stock is called in and 
a larger number of no-par shares are issued in exchange, is a form of 
split-up. Issue of par stock in exchange for no-par stock may simi- 
larly result in an increase in the number of shares outstanding. 

Issue of new certificates to replace those outstanding, with no 
change in the number of shares, cannot be defined as a split-up, 
whatever the reason for the change. 

If capitalization of earnings is authorized as a feature of an in- 
crease in the number of outstanding shares resulting from recapi- 
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talization or other process, the transaction represents a combination 
of the split-up and the stock dividend. See discussion of such “divi- 
dends” in the following chapter. 

Reduction in iiiimber of shares outstanding, with no change in the 
amount of capital, is likewise a nominal occurrence from an account- 
ing standpoint. The R Go., for example, has outstanding 1,000,000 
shares of iio-par stock, with a stated and paid-in value of f 5 per share. 
I’he capital structure is changed to 200,000 shares of stock with a par 
value of |25 each, and the old certificates are called in and new 
issued. The transaction results in no change in the amount of capi- 
tal, which remains at |5, 000,000, and again no entries are required 
except in the detailed supporting records. 

Stock Warrants and Rights. For example, assume that the M Co. 
issues 1,000 shares of preferred stock at par, $100 per share, with 
warrants attached to the certificates which authorize the holder 
thereof to subscribe for two shares of no-par common stock at $5 
per share for each share of preferred stock with respect to which the 
warrants were issued. The warrants are in the form of detachable 
certificates and are separately transferable; they expire one year from 
date of issue. At the date the preferred stock is issued the no-par 
stock has a market value of S6 per share and warrants are being sold 
at a corresponding figure. The outstanding common stock amounts 
to 98,000 shares with a paid-in value of $588,000. There is no re- 
tained income on the books. Under these conditions the following 
entries are appropriate to cover the issue of preferred stock with 
warrants: 


Cash $100,000 

Capital Stock Preferred —Discount 2,000 

Capital Stock Preferred — Par 1100,000 

Common Stock Warrants. 2,000 


An alternative treatment, postponing the separation of the amount 
paid in between preferred stock and warrants, is as follows: 

.L'.Cash' ■ . ... . . . . . . $100,000'' 

Capital Stock Preferred with Warrants-. . $1 00,000 

Immediately after issue, warrants to subscribe for 500 shares of com- 
mon stock are exercised. The necessary entries— following the first 
treatment shown above— ^ ^ ^ ^ 
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Gash . . . . . . 12,500 

Common Stock Warrants. . . ... . . . . 500 

Common Stock ............ $3,000 

This method of dealing with the situation accepts the view that of 
the total paid in for each share of preferred stock with warrants |2 
represents the amount contributed by the investor assignable to the 
warrants to purchase common stock. The procedure commonly fol- 
lowed in practice, which ignores the implied discount on preferred 
stock, would result in this case in a paid-in value for common stock 
of only $5 per share. The entries given have the advantage of show- 
ing clearly the composition, from the standpoint of sources, of the 
total paid-in capital. Moreover, the implicit discount on preferred 
stock represents at least a theoretic possible assessment of preferred 
shareholders. 

One year later— continuing the example— the remaining warrants 
are exercised by the holders. At this time the retained earnings, all 
applicable to the common stock, amount to 1 150,000. The market 
value of the stock is $8 per share. Notwithstanding the new condi- 
tions the entries on the Company's books are on the same basis as 
those covering the earlier exercise of warrants: 


Gash , $7,500 

Common Stock Warrants 1,500 

Common Stock $9,000 


The most familiar case of stock rights arises where all stockholders, 
or all holders of a particular class, receive warrants acknowledging 
their right to subscribe pro rata for a block of authorized stock which 
is being issued as a means of raising additional capital. When such 
rights are issued no general entries whatever are required on the 
company's books (although a footnote indicating that rights are out- 
standing is desirable in the position statement). When the rights are 
exercised the proceeds are recorded in the capital accounts precisely 
as in the case of any original issue. Rights which stockholders allow 
to lapse are canceled and the stock represented thereby is issued— if 
desired— to outsiders. 

Where the subscription price attaching to rights is less than the 
prevailing market value of the outstanding shares the right to sub- 
scribe in itself comes to have a market value. For example, if a 
corporation has 100,000 shares outstanding, with a market price of 
|80 per share, and issues rights to subscribe for 10,000 additional 
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shares at $69 per share, a part of the market value of the stock shifts 
to the rights. With these conditions, and ignoring possible commis- 
sions or other incidental factors, the market value of the right at- 
taching to each existing share will be the difference between the 
present market value per share of $80 and the theoretic market value 
after the additional shares have been issued, $79 ($8,690,000 divided 
by 110,000), or |I, the market value of the right to subscribe for one 
new share will be $10, and the value of all the rights will be $100,000. 
However, the market value of rights is significant primarily to the 
stockholder, in determining the apportionment of his investment for 
income-tax purposes, rather than to the issuing corporation. 

Where issued in the names of particular parties stock warrants 
must be recorded in terms of such names on the underlying records 
of the company, in the same manner as stock certificates. In this con- 
nection use of a distinct stock ledger may be advisable, particularly 
where transfers are numerous. The corporation often endeavors to 
facilitate the transfer of fractional warrants for the convenience of 
shareholders. The lapse of warrants must be recorded in the under- 
lying accounts affected. 

Retirement of Preferred Stock. Preference stock issues are often 
subject to redemption at a stipulated ‘'price’' per share, usually at the 
option of the corporation. In many cases the call price includes a 
substantial premium. The M Co., for example, has outstanding 
1,000 shares of 6% preferred stock issued at par, $100,000, and call- 
able at any dividend date, upon thirty days' notice, at 105. The 
Company decides to redeem the entire issue and takes action accord- 
ingly. The condensed entries are: 

Capital Stock Preferred ......... $100,000 

Retained Earnings 5,000 

Bank $105,000 

If earnings had previously been appropriated in a special account to 
cover the premium required such account would of course be charged 
on the occasion of redemption. 

Stock which has an established market may be retired through 
acquisition of shares as offered, although market operations are not 
in general a satisfactory means of redeeming an entire issue. Ac- 
quisition at less than book value results in an increase in the recorded 
equity of common stockholders (under the usual interpretation). 
The M Co., for example, acquires 100 shares of its outstanding pre- 
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ferred stock, with a book value of $100 per share, at an outlay of 
$9,000. The entries are: 

Capital Stock Preferred 110,000 

Bank ^ . S9,000 

Capital Stock Common — Adjustment Arising from 

Retirement of Preferred Shares 1,000 

An equity adjustment arising in this manner should be viewed as a 
modification of capital and not as income. 

In recording redemption of preferred stock any excess over par or 
stated value which represents part of the contribution or equity of 
such stock should be absorbed. Assume, for example, that the R Co. 
retires 1,000 shares of no-par, class A stock at an average outlay of $50 
per share. This stock was issued at $60 per share, of w^hich $40 was 
credited to stated capital and the balance to paid-in '‘surplus.'' The 
appropriate retirement entries are: 


Class A Stock — Stated Capital $40,000 

Class A Stock — Capital “Surplus’* ...... 20,000 

Bank $50,000 

Capital Stock Common — Adjustment Arising from 

Retirement of Preferred Shares 10,000 


The retirement of any form of stock reduces the amount of the 
proprietary equity and thus narrows the cushion of resources pro- 
tecting the commitments of the creditors. If, however, earnings have 
been accumulated in an amount sufficient to offset the reduction in 
capital resulting from the retirement no serious objection to the 
action can be offered from this standpoint. Redemption of preferred 
stock is often viewed as beneficial to the junior stockholders, espe- 
cially in circumstances in which the dividend requirements of the 
preferred issue are embarrassing. Funds essential to the operation 
of the business should in no case be used to retire stock where re- 
demption is not required by contract. If the funds for retirement 
are secured through the issue of other securities the transaction has 
the effect of an exchange. 

Retirement of Common Stock. Specific provisions for redemption 
are seldom associated with the issue of common stock, as common!) 
it is to be expected that the residual equity will remain outstanding 
throughout the existence of the corporation. Circumstances oc- 
casionally arise, however, in which a corporation may desire to retire 
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a portion, of its common stock. In a wasting-asset enterprise, for 
example, capital funds may become available in liquid form and 
it may be decided to use such funds to acquire the shares of stock- 
holders who are willing to withdraw from the enterprise. Or a con- 
cern which has disposed of particular plants or other assets as a 
part of a program of permanent contraction of activity may find it 
convenient to use the funds thus liberated to redeem a part of the 
outstanding stock. It should be remembered, on the other hand, 
that in ail such cases the alternative of pro-rata liquidating payments 
is available, and that such alternative is often the more convenient 
and satisfactory procedure. 

The entries to record the retirement of shares of common stock 
are similar to those covering redemption of preferred stock. The 
equity adjustment arising in such transactions, however, does not 
represent a shift from one class of stock equity to another; it ex- 
presses, rather, the nominal advantage realized by either the retiring 
or the remaining shareholders of the same class. The M Go., for 
example, acquires 1,000 shares of common stock, with a par of |25,- 
000 and a book value of $60,000, at an average ‘‘price’' of $50 per 
share. The condensed entries are: 

Capital Stock $25,000 

Retained Earnings . 35,000 

Bank $50,000 

Capital Stock — Adjustment Arising from Retirement 

of Shares 10,000 

By this treatment the book value of the retired stock, including re- 
tained earnings as well as capital, is canceled, and the excess of such 
value over the payment made to retire the stock is reported as a 
special equity adjustment. If it w^ere assumed that the equity adjust- 
ment could properly be returned to retained earnings it would appear 
that the effect of the transaction on retained earnings simmers down 
to a net charge of $25,000. If, on the other hand, the equity adjust- 
ment is construed as a modification of capital, as suggested by the 
form of entry shown above, the effect is an informal capitalization of 
that portion of the retiring shareholders' equity in retained earnings 
for which no payment was exacted--which, in other wwds, has virtu- 
ally been donated to the remaining stockholders. If the Company 
paid $70 per share to the retiring stockholders, other conditions 
being unchanged, the appropriate entries would be: 
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Capital Stock $25,000 ^ 

Retained Earnings . • 35,000 

Capital Stock — Adjustment Arising from Retirement 

of Shares. . 10,000 

Bank $70,000 

Here the remaining stockholders sacrifice a portion of their book 
equity in meeting the requirements of the retiring stockholders, and 
again there is the possibility of construing the adjustment as either 
an additional charge to retained earnings or as an offset to the capital 
account. It seems reasonable to conclude that while it is desirable 
to isolate the full amount of the increase or decrease in the equity of 
the remaining stockholders resulting from the retirement, there can 
be no serious objection to reporting such amount as a modification 
of retained earnings if full disclosure is made (although an assump- 
tion that total retained earnings could be increased by a retirement 
of shares would be unreasonable). 

Interpretation of Adjustment from Retirement of Shares. There 
has been much discussion and controversy relative to the nature and 
treatment of the difference between the amount expended to retire 
stock and the book value of the stock at date of retirement. Under 
one approach— that recognized in the preceding sections— the differ- 
ence is viewed as an equity adjustment (although opinions vary as 
to the assignment of the adjustment to the equity accounts). Under 
an alternative interpretation the difference is treated as an aspect of 
an implied asset revaluation. This alternative is the more logical, 
and deserves more consideration than it has received in practice. 

Where shares are called at an agreed redemption “price” it seems 
reasonable to treat the premium as a special distribution of retained 
earnings. Where shares are acquired otherwise than by call, through 
stock mai'ket transactions or special negotiations, interpretation of 
effect may be more difficult. Assuming that corporation and stock- 
holder are fully informed and acting intelligently on a commercial 
basis acquisition at a figure materially below book value implies 
that such value is overstated from the standpoint of going-concern 
value. Such overstatement may be in the form of unrecognized 
losses with respect to specific assets, or an unassignable reduction due 
to unsatisfactory earning power. Similarly acquisition of shares at 
a figure materially above book value implies that the going-concern 
values of specific assets are in excess of book amounts or that un- 
recognized intangibles, reflecting superior earning power, are pres- 
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ent. In general this second type of situation will arise only in 
connection with retirement of common shares. 

For example, the M Go. has outstanding 100,000 shares of common 
stock, with a book value of |60 per share (of which |10 per share is 
reported as retained earnings). Following a period of successful 
operation the Company in recent years has been losing money and 
the outlook is regarded as unfavorable. However, the Company has 
a considerable amount of cash available and it is decided to ask the 
stockholders for tenders of stock to the amount of 10,000 shares at 
$25 per share, As a result of this plan 10,000 shares are retired at an 
outlay in cash of $250,000. The entries to record this retirement, 
following the line of interpretation just indicated, might be as fol- 
lows: 

Capita! Stock. 1500,000 

Retained Earnings 100,000 

Bank $250,000 

Asset Adjustment 350,000 


The "'asset adjustment” account, representing a partial recognition 
of the implied overvaluation of assets, would constitute a contra to 
the total of recorded assets unless and until the shrinkage in values 
were definitely recognized and allocated in whole or in part. Under 
a modification of this procedure the implied overvaluation might be 
acknowledged in full, by preliminary entries, thus: 


Retained Earnings . 
Capital Stock Adjustment 
Asset Adjustment . 


$1,000,000 

2,500,000 

$3,500,000 


The entries covering the retirement of 10,000 shares would then be: 

Capital Stock $500,000 

Bank 1250,000 

Capital Stock Adjustment . 250,000 

This treatment amounts substantially to a quasireorgaiiization or 
‘‘fresh start,” although formal reduction of capital to absorb the 
balance of the '"common stock adjustment,” and an allocation of the 
"'asset adjustment” would be necessary to complete the process. 

Assuming conditions as above except that the Company is making 
money and has excellent prospects and that 10,000 shares are ac- 
quired at $75 per share, the entries required (if there is only partial 
recognition of the implied revaluation) w^ould be: 
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Capital Stcx^k . . . . 
Retained Earnings . . 

Asset Adjustment 

Bank 

... 

. . . 1500,000 

. . . 100,000 

. . . 150,000 

$750,000 

With complete recognition of implied revaluation the entries are: 

Asset Adjustment .... 
Gapit^ Stock Adjustment . 

(1) 

. . $1,500,000 

11,500,000 

Capital Stock 

Retained Earnings. 

Capital Stock Adjustment 

Bank 

(2) 

. . 500,000 

. . 100,000 

. . 150,000 

750,000 


As in the case of a revaluation downward it might be decided in a 
case of this type to assign the asset adjustment to tangible and in- 
tangible assets and to capitalize formally the balance of capital stock 
adjustment. 

The foregoing brief consideration of the revaluation approach 
should serve to indicate the unreasonableness of the common assump- 
tion that a gain to the corporation emerges when shares are acquired 
at less than book value, or that a loss is suffered when shares are 
acquired at more than book value. 

‘‘Treasury” Shares. Stock once outstanding that has been acquired 
by the issuing corporation and is legally available for reissue is often 
referred to as “treasury” stock. Such stock may consist of shares that 
have been acquired for retirement, and are in effect retired, although 
without formal reduction of authorized capital, or it may be stock 
temporarily held by the corporation with the intention of reissue at 
any early date. The latter condition is found where stock is acquired 
for distribution among employees or customers, or in connection 
with efforts to influence the price of the shares, or—particularly in 
close corporations— as a means of eliminating a dissatisfied stock- 
holder or placing the shares owned by the estate of a deceased stock- 
holder in new hands. It is desirable that all acquisitions of shares, 
with the reasons therefor, should be clearly reported to the stock- 
holders. It is of course objectionable for a board of directors to use 
the corporation as a vehicle for the manipulation of the market price 
of the company's own shares. 

The point to be emphasized is that “treasury” shares are nothing 
more than a special case of unissued stock— unfortunately labeled. 
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Like other unissued shares they carry no vote and have no dividend 
rights. They are sometimes referred to as an element of '‘outstand- 
ing” stock but this is unreasonable usage. Such shares generally may 
be reissued without being first offered to existing stockholders (that 
is, without being subject to the right of preemption), but this minor 
technical point has no bearing on accounting interpretation. It 
follows that acquisitions of “treasury"’ shares are essentially retire- 
ments of stock and should be accounted for accordingly. The prac- 
tice of charging a suspense account with the amount paid to retiring 
stockholders, w^hich has been widely advocated, is not objectionable 
as a temporary treatment, but the amount in suspense should be 
closed out at the end of the accounting period or— -at the latest— prior 
to the date of reissue. 

“Treasury” Stock in the Position Statement. If the acquisition of 
“treasury” shares is properly accounted for as a retirement— at least 
temporarily— of a portion of the outstanding stock the only reference 
thereto in the position statement wdll be in the form of a parenthetic 
disclosure of the number of authorized and unissued shares. If the 
amount paid to the stockholders surrendering their shares is held in 
a suspense account— a procedure not entirely satisfactory— the amount 
in suspense should be reported as a contra to the total of the stock 
equity as otherwise determined. 

The practice of showing the cost of treasury stock as an asset in the 
position statement— not as common as formerly— should be roundly 
condemned. Authorized stock in the hands of the issuing corpora- 
tion is never a recognizable resource, whatever its origin; there is no 
distinction in this connection betw^een unissued shares, donated 
shares, and “treasury” shares. Any form of shares available for issue 
represents merely a means of raising capital, not actual, realized 
property. The fact that treasury stock is acquired by the outlay of 
cash does not afford a valid basis for the conclusion that it constitutes 
an asset. The use of the terra “purchase” is misleading in this con- 
nection. By acquiring stock the corporation in effect is reducing the 
outstanding equity, not obtaining an asset. The intention to reissue, 
moreover, does not justify any other interpretation. A corporation 
may retire a seasonal bank loan with the expectation of borrowing 
again shortly, but this does not justify treating the acquired note, 
secured through actual cash payment, as an asset. An established 
line of credit is a very desirable condition but prior to utilization 
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there is no recordable asset. Acquisition and reissue of shares, no 
matter how closely tied together, are two distinct transactions— (1) 
reduction of outstanding shares and (2) issue of authorized shares— 
and should be accounted for accordingly. 

The view that treasury stock is an asset, although entirely unten- 
able, dies hard. After listening to a statement of the fallacy of such 
doctrine the proponent usually replies about as follows: 

“No doubt you are right, for the great majority of cases, but circumstances occa- 
sionally arise which justify inclusion of treasury shares in current investments on 
the asset side. The treasurer of a corporation, for example, is authorized to invest 
the backlog of cash funds in first-class marketable securities and after looking the 
field over decides that the common shares of the corporation represent the most 
suitable investment available and acts accordingly. Surely it is appropriate here 
to treat the stock acquired as a good current asset, a part of net working capital. 
In fact any other treatment will not show the actual current position of the enter- 
prise, Further, any other treatment is inconvenient and unnecessary in view of 
the fact that the stock will be sold whenever the cash is needed.” 

Waiving the question of the propriety of using the corporation’s own 
stock for the purpose of employing cash which may shortly be re- 
quired for use in operation, it is only necessary in rebutting such 
argument to point out again that temporarily idle funds may often 
be used to advantage to reduce current liabilities and that an asset is 
not thereby acquired. In other words, the fact that liquid funds 
have been wisely utilized does not force the conclusion that they have 
been invested in assets. The reference to convenience as a justifica- 
tion for bad practice need not be taken seriously. 

Even where treasury shares are covered by subscriptions the stock 
itself does not constitute an asset. If there is an asset present in this 
case it consists of the subscriptions receivable. Moreover, as pointed 
out in the preceding chapter, the treatment of promises to invest as 
actual assets is questionable. 

Back of all the sloppy thinking and practice relative to “treasury” 
shares— including the fantastic idea that the excess of amount re- 
ceived on reissue over amount paid out on acquisition is taxable 
income— lies unfortunate terminology and the unsound notion that 
the acquired shares are an asset to the corporation. 

Other Transactions Affecting Capital Stock. Stock is sometimes 
issued with the privilege of conversion into another class of stock, 
under prescribed conditions, and occasionally corporate bond issues 
are convertible into capital stock. Under the usual treatment the 
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accounting for a conversion simmers down to the elimination of the 
book value of the security retired and the recognition of the security 
issued in terms of such book value. Thus if a share of preferred 
stock with a recorded value of $100 is converted into five shares of 
no-par common stock/the conversion is accounted for by a charge of 
flOO to the preferred stock account and a credit of this same amount 
to the common stock account (divided, perhaps, between stated value 
and capital in excess thereof). If the book equity of the stock con- 
verted is represented in part by retained earnings the ideal pro- 
cedure—as in the case of any stock retirement— includes a charge to 
retained earnings for the appropriate amount. If the stock issued 
has a par and such amount is less than the total book value elimi- 
nated, the difference should be recorded as a form of premium or 
capital “surplus"’; similarly a discount or offset to par may arise upon 
conversion. Where the stock issued has a recognized market value 
the ideal treatment uses such value as the issue “price,” as in the 
case of an issue for cash, and the difference between this amount and 
the total book value eliminated becomes a special equity adjustment. 

In reorganization some adjustment of the capital stock account is 
usually required. If asset values are restated the total book value of 
securities is modified accordingly; if recorded asset values remain 
unchanged the entries necessary are confined to a realignment of 
equity accounts in keeping with the terms of the reorganization. In 
the reorganization of the financially embarrassed concern conces- 
sions are usually made by the stockholders in favor of the creditors, 
or by common stockholders in favor of preference stock. In a nomi- 
nal reorganization— confined to a split-up, exchange of par stock for 
no-par stock, or similar transaction— the retained earnings may not 
be disturbed. In a reorganization following a receivership or other 
major shake-up, on the other hand, the recorded retained earnings 
(or deficit) is usually eliminated or modified. 

A merger occurs where one or more concerns is absorbed by an- 
other going concern or where two or more companies are combined 
through the medium of a new corporation organized for the purpose. 
In such a transaction the books of the company or companies dis- 
solved should be closed, on the basis of entries adequately reflecting 
the circumstances; and the entries on the books of the continuing 
corporation must show the assets taken over and liabilities assumed, 
and the issue of securities in exchange for those absorbed. As in the 
case of less complex transactions the proper basis on which to record 
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the acquisitions of property through issue o£ stock is the fair market 
value of the assets acquired. The stock or other securities issued to 
finance the merger, in other words, should be set up at implicit cash 
issue value, as measured by the assets invested, rather than in terms 
of nominal valuations not in accord with the economic conditions. 
The established market value of securities issued or of the securities 
absorbed at the date of merger may furnish indirect evidence of the 
value of the property involved. Seldom do the book values of the 
corporations which are dissolved yield proper figures, without adjust- 
ment, for the accounts of the continuing corporation. 

Pro-rata payments to stockholders in liquidation, after complete 
absorption of retained earnings, are chargeable to the capital stock 
account. If desired a special contra account may be employed until 
the process is complete, a procedure which has the advantage of 
making unnecessary piecemeal adjustment of the underlying ac- 
counts of the capital stock ledger. 

Reorganization Entries Illustrated. I'lie R Co., a Delaware corpora- 
tion, is organized to succeed the R Co. of Michigan. The authorized 
capital of the predecessor corporation is 100,000 shares of common 
stock with a par of 1 100 per share, and 50,000 shares of 6% preferred 
stock, also with a par of $100, .and all shares of botli classes of stock 
are outstanding. The new company has an authorized capital of 
3,000,000 shares of common stock without par value and 50,000 
shares of 5%, non-voting preferred stock. At the time of the reor- 
ganization the retained earnings of the old company stand at $5,000,- 
000. All of the assets and liabilities are taken over by the new 
company, and operations are continued without interruption. Com- 
mon stock of the Delaware corporation is issued to the common stock- 
holders of the Michigan company in the ratio of twenty shares of 
no-par stock for each share of old stock, and the preferred stock- 
holders are given one share of new common and one share of 5% 
preferred for each share of old stock held. It is decided to give the 
new common stock a capital value of $5 per share and set up the new 
preferred stock at par, which makes it necessary to capitalize accumu- 
lated earnings in the amount of $250,000, the capital value of the 
common shares issued to the preferred stockholders. Assuming that 
the entire transaction is carried through as planned, including the 
dissolution of the Michigan company, and that the old books are 
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continued in use, the general entries summarizing the exchange o£ 
seciirities—o,n the basis indicated— are: 

Capital Stock Common 110,000,000 

Capita! Stock 6% Preferred ...... 5,000,000 

Retained Earnings 250,000 

Capital Stock No-Par Common .... 110,250,000 

Capital Stock 5% Preferred 5,000,000 

According to these entries the entire transaction sinmiers down to a 
conversion of the old par-value common stock to no-par stock out- 
standing with the same capital value, and substitution of new 5% 
preferred stock for the 6% stock outstanding, a small block of no-par 
stock being issued therewith as a consideration in connection with 
the reduction of the dividend rate. Retained earnings are un- 
changed except for amount transferred to the equity of the preferred 
stockholders. In this situation the change in entities and securities 
is so nominal in character that determination of present values of 
the assets received, and setting up of entirely new equities in cor- 
responding amount, would hardly be required (although not un- 
justified if present values were materially more or less than recorded 
values). 

The S Co., to illustrate a different type of case, has been operating 
at a loss for some time and is decidedly in need of working capital. 
The Company is also embarrassed by a capital structure in which is 
included 10,000 shares of 7% cumulative preferred stock, par $100 
each, on Tvhich dividends are in arrears to the amount of $38.50 per 
share, and 6% debenture bonds totaling $1,000,000. Current liabili- 
ties amount to $500,000. The common stock consists of 200,000 
shares with a par value of $10 each. The books show an accumu- 
lated deficit of $250,000. Set up in condensed form these data appear 
as follows: 


Assets. . , . . . . $4,250,000 Current Liabilities . . .$ 500,000 

Deficit. . . . . . . 250,000 Debenture Bonds . . , 1,000,000 

Capital Stock Preferred . . 1,000,000* 

Capital Stock Common . . 2,000,000 


$4,500,000 $4,500,000 

* Dividends in arrears, $385,000. 

At this juncture, to forestall receivership and possible liquidation. 
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a comiiaittee, is fornied to work out a program, of voiiintary, reorgaiii- 
.zation which will provide additional funds and improve the capital 
^structure. The plan adopted by the committee is as follows: 


Corporate Entity 
No change 

Assets 

1. Land holdings have a present value of $225,000 in excess of book value. 

,2, Buildings and equipment have a present value of $216,250 in excess of net book 
value, 

3. Various other assets have a present value of $100,000 less than book value. 

Capitalization 

1. ^,000,000 shares of no-par common stock, 

2. 5,0,000 shares of 6%, non-cumulative stock, par $50 each. 

3. No bonds. 


Exchange of Seairities 

li 20,000 shares of 6% preferred stock and 20,000 shares of no-par common stock 
for outstanding bonds. 

2. 27,700 shares of 6% preferred stock for 10,000 shares of 7% preferred. 

3. 662,500 shares of no-par common for 200,000 shares of old common stock (and 
subscsiptions to additional common stock, see below). 


New Capital 

1. Issue of 200,000 shares of no-par common stock to present common stockholders 
at $2.50 per share — as a condition of the reorganization. 

2. Issue of balance of preferred stock, 2,300 shares, and of the common, 117,500 
shares, on the market as funds are needed. 

Assuming that this plan is carried through immediately precisely 
as outlined, except for the issuing of tlie balance of preferred and 
common stock, and ignoring reorganization costs and other com- 
plications, the required entries are: 

( 1 ) 

Assets (detailed) . . . . . . . , . . $ 441 250 

Assets (detailed) . . . ’ 

Common Stockholders — Reorganization Account 
To record asset adjustments, and effect on common 
stock equity 

Debenture Bonds . . . . . . . . . , 1 000 000 

Common Stockholders — Reorganization Account. ^ So'ooo 

Capital Stock Preferred 6% * 

Capital Stock Common No-Par 

To record exchange of bonds and preferred stock 
and to charge common stock equity with book value 
(at $2.50 per share) of new common stock issued to 
bondholders 


$ 100,000 
341,250 


1,000,000 

50,000 
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(3) 

Capital Stock Preferred 7% 1,000,000 

Common Stockholders — Reorganization Account . 38 5,000 

Capital Stock Preferred 6% 1,385,000' 

To record exchange of old preferred stock and divi- 
dend claims for new preferred, charging common 
stockholders with the amount of dividends in ar- 
rears, not previously booked 


(4) 


Capital Stock Common 2,000,000 

Deficit 250,000 

Common Stockholders — Reorganization Account 93,750 

Capital Stock Common No-Par 1,656,250 


To record exchange of common shares per reorgan- 
ization plan, with closing of adjustments to common 
stock 

(5) 


Cash 500,000 

Capital Stock Common No-Par 500,000 


To record issue of 200,000 shares of stock pro rata to 
holders of old common stock at $2,50 per share 

After posting these entries the condition of the accounts is as 
indicated by the following: 


Assets (including new cash) . $5,091,250 Current Liabilities . . . | 500,000 

Capital Stock Preferred 6% 2,385,000 

Capital Stock Common No- 

Par 2^206,250 


$5,091,250 $5i091,250 


Treatment of Retained Earnings of Predecessor Company.j It is 
sometimes argued that in reorganizations and mergers the amount 
of the retained earnings of a predecessor can be carried forward as 
such on the books of the successor corporation. Is this treatment 
sound? In general a negative answer is required. The continuing 
company acquires the assets and may assume the liabilities of the 
former company but the composition of the stock equity of the old 
concern has no bearing on the accounts of the successor. Retained 
earnings constitute a section of the total stock equity of a corpora- 
tion, a section having a particular origin, and the amount of such 
earnings (and the concept itself) have meaning only when con- 
sidered from the standpoint of the specific entity that accumulated 
the earnings. 

On the other hand, as indicated earlier, if a reorganization is of 
the nominal type, with no vital change in the corporate entity dr the 
component equities even if a new legal entity—in the strict sense—is 
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created, the carrying forward of the amount of the predecessor stock 
equity, without rearrangement of constituent elements, may be justi- 
fied. This treatment may facilitate the continuation of an estab- 
lished dividend policy, a point of special importance where preferred 
stock is outstanding. 

In some cases more important adjustments are involved when there 
is no change in the identity of the corporation than in some situa- 
tions where a new legal entity is brought into being. That is, the 
quasireorganization may be a more important event than a nominal 
change in entity. This accounts in part for the view that in a quasi 
or “fresh start” accountingwise the balance of retained earnings, if 
any, should be treated thereafter as invested capital. 

Capital Stock Records. The forms and records peculiar to the cor- 
poration arise primarily in the accounting for the stockholders’ 
equity. In handling subscriptions, to begin with, special journal 
and ledger rulings are often employed. The following suggests the 
character of a simple subscriptions journal: 



In posting this journal the total of the subscriptions column is 
charged to the controlling subscriptions account and the correspond- 
ing footing of the stock subscribed column is credited to capital stock 
subscribed. This form also provides for the postings to the accounts 
of the individual subscribers. Under some procedures, especially 
where the transactions are very numerous, posting of charges to the 
underlying accounts is accomplished from subscription slips or sheets. 
A standard ledger form will usually suffice for the subscriber’s ac- 
count, although a specialized device may be desirable where sub- 
scriptions are collectible on the installment plan. Collections of 
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subscriptions can be recorded through the regular receipts journal 
or by means of a distinct type of book. 

Similarly a separate journal may be a convenience in recording 
the original issue of capital stock. The following is illustrative: 


Date 

Stockholder 

Address 

Memo 

Folio 

Stock 

Subscribed 

Capital 

Stock 









If some stock is issued immediately for cash a cash column should 
be included in the stock journal. Posting to the individual accounts 
of the stock ledger may be accomplished directly from certificate 
stubs or special sheets rather than from a columnar journal. The 
following indicates the nature of the sheet or card required for the 
xmderiying stockholders' accounts: 


Name 



Address 












Date 

Cert. 

No. 

Shares 

Memo 

Folio 

Dr. 

, Cr. 

BaL 










The reverse side of such a sheet may be used for further details if 
such are desired. 

For stocks with par value the accounts of the stock ledger can be 
conveniently kept in terms of par and number of shares. In the case 
of no-par stock the account may be kept in number of shares alone 
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or in number of shares and stated or declared capital value. Total 
paid-in value can be subdivided by stockholders' accounts if desired, 
but use of varying values for the different accounts, corresponding 
to varying amounts paid in for successive blocks issued, is not satis- 
factory in view of the fact that all shares of a particular class are 
identical with respect to dividend rights and all other characteristics. 

A stock transfer book, which may be used as a posting medium, is 
needed to record transfers from one shareholder to another where 
such transactions are numerous. The following suggests the nature 
of such a book; 



Large corporations, with thousands of stockholders and many trans- 
fers, usually employ a trust company or other authorized party to 
act as transfer agent and keep the stock records. The work of the 
transfer agent requires specialized forms and a systematic procedure 
designed to furnish the corporation with accurate and complete in- 
formation as to the stock holdings at any time. The corporation 
must of ‘course have a list of stockholders and the shares held by each 
of the d^te of record specified in each dividend declaration. Posting 
to the stpck ledger is accomplished from the daily sheets or vouchers. 
Usuaiiy l a copy of each daily record of transfers is supplied to the 
corporaiion. 

An important supplementary corporate record is that containing 
the minutes of meetings of officers and directors. 

Questions 

1. Define the *‘split-up.” Does such a transaction require entries in the 
accounts? 

2. Explain the use of stock rights. What entries arc required by corporation: 
(a) upon issue of rights; (b) upon exercise of rights? Answer same questions for 
.stockholder. 




CORPORATE CAPITAL ACCOUNTS 


723 


3. How should redemption premium upon retirement of preferred stock be 
interpreted? Excess of total book value of preferred stock over amount paid to 
retiring stockholders? 

4. Under what circumstances may a corporation reasonably retire a portion of 
the outstanding common stock? What is an alternative procedure in these cases? 

5. With an illustration contrast the “equity adjustment approach” and the 
'•revaluation approach” to the problem of interpreting differences between book 
value of stock and amount paid to retiring stockholders when outstanding shares are 
acquired by the corporation. 

6. Give the argument against the interpretation of “treasury” stock as an asset.. 
Discuss the accounting for “treasury” stock. 

7. How should the unassigned cost of “treasury” shares be presented in the 
position statement in the case of a company organized under a statute which pro- 
hibits the expenditure of an amount to acquire outstanding shares in excess of the 
amount of retained earnings? 

8. How should the amount of the credit to capital stock be determined -where 
common shares are issued upon exercise of the conversion privilege by preferred 
stockholders? 

9. Illustrate the treatment of stock equity accounts in a nominal reorganization. 
In a reorganization involving new financing. In a “quasi” or “fresh start.” 

10. May the retained earnings of constituent companies be transferred to the 
accounts of the continuing corporation in the case of a merger? 

11. Name and describe the principal specialized books and forms required in 
connection with the accounting for capital stock. 
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Types of Dividends, in general dividends are pro-rata distributions 
to corporate shareholders which are appropriated from current or 
accumulated net income. The usual classification is in terms of 
manner or medium of payment, as follows: (1) cash dividends; (2) 
property dividends; (3) note and bond dividends; (4) stock “divi- 
dends.’' The great majority of all dividends are of the first type; 
cash is the convenient medium of dividend disbursement, from the 
standpoint of the stockholder as well as that of the corporation. 
Occasionally securities such as government bonds or the stock of an 
affiliated company are distributed among the stockholders in the 
form of a dividend, and instances are known of the apportionment 
of merchandise and other assets in this manner. Dividends in the 
form of short-term scrip or notes, with or without interest, are essen- 
tially ‘^deferred" dividends, and the use of the long-term notes or 
bonds of the declaring company means a postponement of the actual 
distribution of corporate assets for the life of the security issued. 
Stock “dividends," as has often been pointed out, represent a perman- 
ent capitalization of dividend funds, and hence can hardly be classed 
as true dividends. 

The Supreme Court has held that stock “dividends" are not income 
to the recipient shareholders, basing its opinion primarily on the 
proposition that such distributions bring about no assignment or 
transfer of corporate assets to stockholders. Faced with the necessity 
of passing on the significance of bond dividends, however, which 
likewise leave the assets of the corporation undisturbed, the Court 
shifted the vital test of dividend action to effect on the amount of the 
stock equity as such, and held that bonds of the declaring company 
issued as a dividend are income to the extent of their fair market 
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value as received since their disposition by the recipient does not 
affect his relative position as a stockholder. In a few cases dividends 
have been declared ‘"payable” at the option of the shareholder in 
cash or stock. For income-tax purposes such distributions have been 
interpreted as cash dividends. In later court decisions the legal situa- 
tion has been rendered more confused by the adoption of the theory 
that dividends “paid” in stock of one class to stockholders of another 
class represent taxable income to the recipient. An alternative and 
more tenable refinement, not widely appreciated, is the view that 
any dividend declaration in favor of the preferred stockholder, in- 
cluding stock “dividends,” puts such stockholder in possession of 
rights not previously effective or recognizable, and hence may be 
considered as giving rise to income to the stockholder, whereas the 
capitalization of retained earnings on behalf of the common share- 
holder gives him no new rights whatever and hence cannot reason- 
ably be treated as providing income to such stockholder. 

Dividend declarations may be regular or irregular. Special dis- 
tributions made in addition to a regular appropriation are often re- 
ferred to as “extras.” Taxes on retained earnings tend to promote 
payment of extras toward the end of the year. Preferred dividends, 
as noted in the preceding chapter, may be cumulative or non- 
cumulative. Dividends on preferred stock are limited to the stated 
rate except where right of participation is enjoyed. 

“Dividends” representing the apportionment of the proceeds of 
liquidation should not be confused with the distribution of income 
by the going concern. 

Sources of Dividend Appropriations. Generally indorsed by accoun- 
tants, and having considerable legal standing, is the view that divi- 
dends should not be declared in excess of the amount of net earnings, 
current or accumulated. On the whole this seems a commonsense 
position— ignoring the special cases where return of capital may be 
justified. However, there is some legal support for the use of the 
excess of the amount paid in by stockholders over par or stated 
capital (premium or capital “surplus”), and of the equity adjust- 
ment arising from upw’^ard revaluation of assets, as a source of divi- 
dend appropriations, particularly stock “dividends.” It is usually 
not very difficult, moreover, for a corporation to create a “surplus” 
in the eyes of the law by taking formal action to reduce par or stated 
value of outstanding shares. 
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As a basis for dividend appropriations retained earnings may be 
broadly defined to include “nonoperating’^ and extraordinary items 
but not equity adjustments arising from retirement of outstanding 
securities. Additions to earnings resulting from corrections of past 
errors— restoration of asset values charged to maintenance, collection 
of receivables previously written off, adjustment of excessive depre- 
ciation allowances, etc.— are likewise available for appropriation, as 
are amounts properly returned from accounts representing retained 
earnings “reserved” or restricted to reflect some special condition or 
policy. Full disclosure of source is desirable in connection with 
dividends derived from so-called “capital gains” and other unusual 
items, or from income recognized through revisions of past account- 
ing. . Gash dividends should seldom if ever be based on credits aris- 
ing; from revaluations, although there is some justification for 
capitalizing such credits by means of stock “dividends.” The ap- 
propriation of regular dividends from the amount contributed by 
stockholders in excess of par or stated value, whether originally paid 
in or brought about by a reduction in the amount of formal capital, 
is merely a disguised liquidation of the stockholders’ investment and 
is obviously bad financial practice. If return of part of the funds 
originally invested is warranted it should be accomplished by appro- 
priate action appropriately described. 

In what order do dividends absorb earnings? Is it a case of 
“first-in, first-out” or “last-in, first-out,” or should some other inter- 
pretation be applied? On the whole the most reasonable and useful 
assumption is that which views each dividend appropriation as a 
charge, first, to the current income— to the extent to w^hich such in- 
come has been ascertained— and, second, to the retained earnings of 
prior years. This assumption is particularly desirable in statement 
presentation, as it results in emphasizing the difference— in either 
direction— between the income of the period and the dividends 
declared. 

Dividend Policy, The existence of net earnings in general makes 
dividends legally possible but actual declaration and payment of cash 
dividends should not result from consideration of this factor alone. 
Cash is required to make the disbursement and the presence of 
earnings does not demonstrate that cash is available. If there are 
accumulated earnings it is legally possible— barring special action of 
creditors— to borrow funds for dividend purposes, but very seldom 
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if ever wouid such action be practicable or represent good financial 
policy. Further^ even if the bank balance is substantial the need for 
funds to increase inventories, replace or expand plant facilities, re- 
duce floating debt, or for other business purposes, may be such as to 
make immediate dividend appropriation unwise if not out of the 
question. To pay dividends in the face of an abnormal amount of 
current liabilities is tantamount to borrowing funds to make divi- 
dends possible. Accordingly, the board of directors— after being satis- 
fied with respect to the existence of earnings and the legality of pro- 
posed dividend action— should carefully consider cash position, the 
cash budget, and the over-all financial situation before reaching a 
decision. Reports to stockholders should include a clear explana- 
tion of the conditions, as those not involved in actual management 
are prone to misunderstand failure of the directors to declare divi- 
dends in the face of earnings accumulation. 

The limited significance of retained earnings in relation to divi- 
dend disbui'senients requires emphasis, particularly in view of cer- 
tain common misconceptions. Dividends are appropriated from 
earnings but are paid (as a rule) in cash. The amount of earnings is 
the yardstick or gauge which shows the amount of dividends that may 
be declared without impinging upon capital, but is not in itself a 
measure of the medium of disbursement. Retained income, more- 
over, is in general supported by a cross-section of all the assets, 
rather than by a fund of cash or other liquid resources. This means 
that income accumulation as a reservoir for dividends in lean years 
does not actually insure the ability to maintain the stream of pay- 
ments to stockholders. In fact dividends can seldom be long con- 
tinued in the absence of current net income, no matter how large 
the total of accumulated earnings. Even where the strength of the 
working-capital position is exceptional the desire to maintain divi- 
dends is confronted with the necessity of conserving funds if survival 
is to be assured. Probably the most important means of making past 
earnings available to stockholders during years of no income is con- 
version of fixed assets into current coupled with the policy of sharply 
restricting expenditures for additions and replacements. 

In small companies, with a handful of stockholders, dividend pay- 
ments are often very irregular. On the other hand managements of 
large corporations whose securities are listed on the exchanges, and 
with stockholders numbering into the thousands, commonly make a 
considerable effort to maintain the fiow^ of dividends, for the sake of 
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protecting the prestige and credit standing of the enterprise as well 
as to meet the needs of the rank and file of the investors. The gen- 
eral practice in many such concerns has been to establish a rate of 
dividend disbursement somewhat under the level of earning power 
and to recognize the dividend policy as an important consideration 
in the administration of working capital. Income accumulation has 
a special significance w^here preferred stock is outstanding because of 
the evident desirability of maintaining dividends on the senior issue 
or issues at the stated rate. Taxes on undistributed earnings tend to 
bring about periodic disbursements corresponding to periodic net 
income, and thus discourage the policy of stabilizing dividends. 

Companies hard pressed for cash occasionally issue dividends in 
scrip, payable at some future date. Where the scrip is readily salable 
by the recipient such procedure is of some advantage to the stock- 
holder in need of funds. The declaration of such a dividend at the 
regular date may also be less damaging to corporate prestige than 
outright passing. For most situations, however, the use of this device 
is not advisable. 

As a matter of policy should dividends be based on capital gains 
and other unusual earnings? An affirmative answer is justified w^here 
the gains are matched by increase in liquid funds and there are no 
pressing needs calling for utilization within the business. It is often 
true, no doubt, that capital gains in large measure reflect a change 
in the value of money rather than an effective increase of resources in 
terms of purchasing power, but this condition hardly justifies reten- 
tion of the funds made available unless working capital needs bolster- 
ing or major replacements are imminent. Where dividends are 
based directly on unusual gains, how^ever, it is advisable that they be 
declared and reported as extra or special disbursements, so that 
there is no danger of misunderstanding among present or prospective 
investors. 

I’he authority to declare dividends rests with the board of directors 
and the law permits the board to exercise a wide discretion with re- 
spect to the circumstances under which dividends are declared and 
paid. In general, however, dividends must not be paid when a 
company is insolvent or w^hen the dividend action would precipitate 
insolvency, even in the presence of a credit balance in the retained 
earnings account. The right of the directors to withhold dividends, 
moreover, may be challenged under exceptional circumstances. The 
freedom of action of the board may also be restricted in a variety of 
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ways by contracts between the corpoiatioii and stockholders or 
creditors. 

Accumulated Losses and Dividends, Must ail losses suffered in the 
past be recouped before dividends may be appropriated? In gen- 
eral this much-debated question should be answered in the affirma- 
tive, particularly from the standpoint of dominant legal doctrines. 
A primary requirement of corporate policy is the maintenance of the 
integrity of capital and if capital has been impaired by losses subse- 
quent earnings are available for dividends only after capital has been 
restored. Where the accumulated deficit is large the rigid applica- 
tion of this rule may work a hardship on stockholders in need of 
funds but there is no alternative unless the prevailing conception of 
corporate capital is to be considered inapplicable. Were dividends 
to be based on current income, without consideration of the status of 
capital, the result might be the return of a large part of the capita! 
funds as dividends in a short time. The operations of the X Co., 
for example, organized with a capital of 15,000,000, result as fol- 
lows: 


First-year profit $ 500,000 

Second-year loss 1,000,000 

Third-year profit 1 ,000,000 

Fourth-year loss . 500,000 


In this extreme situation, where there is evidently no loss or gain for 
the four years taken as a wffioie, the payment of 1 1, 500,000 in divi- 
dends, based on the profits of the first and third years, would amount 
to a distribution of 30% of the capital of the enterprise. 

On the other hand a corporation, like an individual, may deserve 
the opportunity to make a “fresh start'' in some circumstances. The 
M Co., for example, begins business with a capital of 150,000,000, of 
which 120,000,000 is invested in a foreign country. Due to a political 
upheaval the foreign investment is wiped out, resulting in a deficit 
of 120,000,000. It appears to the management, moreover, that it 
would be unwise to attempt further operations abroad. Domestic 
business is being conducted on a satisfactory basis, but no unusual 
opportunities for expansion are in sight. In this situation the ap- 
plication of the rule that no dividends can be paid until past losses 
are fully recovered will require an accumulation of earnings, on the 
remaining capital, of $20,000,000. Further, if conditions remain un- 
changed it will be necessary for the Company to build up a huge 
fund, not needed in the business, before it is possible to consider the 
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payment of dividends. An exception is clearly required here. As- 
suming formal action by the stockholders, with full disclosure of the 
circumstances to all parties at interest, there can be no valid objec- 
tion to a recapitalization on the basis of | 30 , 000 , 000 . The amount 
of $20,000,000 is gone, and under the new conditions restoration of 
capital is inadvisable. Nothing is to be gained, accordingly, by a 
rigid adherence to the original set-up. Even if there are bonds out- 
standing this conclusion is not unreasonable, although protection 
•of the bondholders may require the retirement of bonds out of funds 
representing subsequent earnings before dividends are paid. 

Recognizing the propriety of formal recapitalization to absorb 
losses in very special circumstances need not be considered as sponsor- 
ing the common practice of making transfers from capital account to 
'‘surplus” whenever a substantial loss is suffered. Such practice, in 
fact, deserves strong condemnation, especially where it results in 
obscuring the actual conditions. Reduction in capital should re- 
quire consent of stockholders and creditors, specific approval of the 
incorporating instrumentality, and should be restricted to cases in 
which the change has real justification. Full disclosure, moreover, 
should be made, and the explanation should be included in at least 
two or three successive reports. 

There is something to be said for a development in the direction 
-of minimizing the legalistic position that formal capital must not be 
impaired by distributions to stockholders and giving more weight to 
considerations of financial administration. Rigid legal rules are a 
poor substitute for good management, and tend to prevent sensible 
action in certain types of situations. Assuming that a board of di- 
rectors is competent and honest the decision as to when to distribute 
funds and in what amount might well be based on an examination of 
cash position, the needs of the enterprise for funds, and the welfare 
of the investors, without any specific attention being given to the 
amount of either stated capital or retained earnings. 

Discount and Dividends. The M Co., for example, issues stock with 
a par of $100,000 to investors who have paid in $80,000. In this 
situation should earnings be accumulated in excess of the amount 
necessary to absorb the discount of $20,000 before dividends are de- 
clared? The answer depends in some measure upon the collateral 
circumstances. If the Company can use $20,000 of additional money 
to good advantage, it may be expedient to plow back earnings in this 
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amount in lieu of levying an assessment. Or if the interests of the 
creditors are not deemed to be adequately protected by a possible 
assessment, and actually calling an assessment seems inadvisable, ex- 
pansion of the proprietary equity through retention of earnings to 
at least the full capital value of the outstanding stock may be justh 
fied. If, on the other hand, the amount paid in proves to be adequate 
to the needs of the business, and no question of financial strength is 
involved, insistence on discount accumulation prior to the payment 
of dividends is clearly objectionable from the standpoint of the stock- 
holders, and may not be reasonable from any point of view. No one 
would hold that stock should be issued merely because it happens to 
be a part of the authorized capital, and similarly there is no good 
ground for holding that in every case a paid-in capital of less than 
par, acknowledged to be appropriate at the outset, must be built up 
to par value before any disbursement of earnings is made to stock- 
holders. 

Should original overvaluation, the “water” which attaches to stock 
which is nominally fully paid, be made good through income ac- 
cumulation before the initial dividend is declared? This question is 
best answered by another query. If overvaluation can be counten- 
anced at the outset why must earnings be dedicated to the accumula- 
tion of resources presumably not required in business operation? 
The way to deal with overvaluation is to employ sound values in the 
accounts to begin with, or to correct the misstatement as soon as it 
becomes apparent; withholding earnings from stockholders for a 
more or less considerable period is no solution. 

Dividend Procedure. Dividends are declared by formal resolution 
of the board of directors, acting under authority conferred by the 
corporate by-laws. The practice of notifying all stockholders of the 
dividend declaration is often followed, even where not definitely re- 
quired. In the larger companies notification is usually accomplished 
through publication of the information in one or more newspapers. 
The announcement may read somewhat as follows: 

The Board of Directors of the M Co,, at their meeting on June 15, 1950, declared 
the regular quarterly dividend on outstanding common stock of $2.00 per share, 
and an extra dividend of $1.00 per share, both payable on July 10, 1950, to stock- 
holders of record at the close of business June 30, 1950, 

Dividend declarations are often numbered in sequence, as an added 
means of identification. 
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In effecting payment of a dividend a list of stockiiolders as of the 
record date must be prepared from the stock ledger. This should 
show names and addresses, shares held, and the amount of the divi- 
dend accruing to each stockholder. The checks must then be pre- 
pared from this list and mailed, on or before the payment date. A 
special bank account is sometimes established for dividend purposes. 
Since dividends are declared pro-rata to all stockholders of a given 
class no subsidiary ledger or record other than the stockholders’ list 
is required. In large companies with many shareholders the work of 
preparing the list and making payment is a very considerable task. 
The transfer agent— where one is employed— may be responsible for 
the compilation of the list of holdings, but payment is made by the 
company. The transfer books may be closed for a period to facilitate 
the handling of a dividend declaration. 

Assuming that the shares of M Co. stock outstanding— see above 
notice— total 500,000, and that the regular dividend is No. 21, the 
following entries indicate the nature of the general-ledger procedure: 

$1,500,000 

$1,000,000 

500,000 


1,000,000 

500,000 

1 , 500,000 

At the close of the period the amount of dividend charges should be 
closed to the current income account except where the appropriation 
is clearly applicable to accumulated earnings. A quarterly dividend, 
for example, is not assignable to monthly income. And a large extra 
or special dividend may be drawn in whole or in part from past 
earnings. If desired the account ** Dividend Charges” may be dis- 
pensed with and the amount of the dividend charged directly to 
income or retained earnings. 

The action of the board in appropriating earnings as dividends 
creates a liability in favor of the stockholders in the amount declared; 
by such action, in other words, a part of the proprietary equity is 
converted into a creditor claim, a claim under which the stockholder 
could sue the corporation if payment were not made in conformity 
with the prescribed conditions. Dividends payable are accordingly 
reported in the liability section of the position statement rather than 


June 15 

Dividend Charges 

Dividend Payable — No. 21 . . . 

Dividend Payable — Extra .... 

July 10 

Dividend Payable — No. 21 . . 

Dividend Payable— Extra . . . . 

Bank . . . . . . . . 
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as an element of the stock equity. Dividends are payable to the per- 
sons who are stockholders on the selected record date, including 
those— if any— acquiring shares after declaration. On the record date 
the stock becomes “ex-dividend,’' and subsequent transfers do not 
affect the list of recipient shareholders. 

The general entries covering the declaration and payment of divi- 
dends in property other than cash follow the pattern just outlined. 
Effecting a pro-rata transfer of the property to the stockholders, how- 
ever, is likely to be a difficult matter— a sufficient reason for not at- 
tempting such action except under unusual circumstances. The 
amount of such a dividend should presumably be measured in the 
corporation’s accounts by the book value of the property used as a 
medium of payment. In the stockholder’s accounts, however, the 
fair market value of the property received determines the amount of 
recognizable (and taxable) income. 

Dividends declared in scrip or other promises to pay are handled 
like cash dividends as far as declaration procedure is concerned. On 
the “payment” date the notes or bonds are distributed, and on the 
due date the outstanding instruments are redeemed in cash as pre- 
sented by the holders— who may or may not be the parties to whom 
the dividend evidences were issued. Assume, for example, that a 
dividend of 1 1,000, 000 is appropriated from earnings payable in 
sixty-day scrip without interest. The general entries are: 

( 1 ) 

Retained Earnings 

Scrip Dividend Declared , 

To record declaration 

( 2 ) 

Scrip Dividend Declared . . . . 

Dividend Scrip Outstanding , . 

To record issue of sciip 

( 3 ) 

Dividend Scrip Outstanding . . . 

Bank . 

To record redemption of scrip 

The nominal amount of a dividend in promises-to-pay may exceed 
the immediate discounted value of such promises and wffiere this is 
true there is some justification for the use of the discounted value at 
the outset followed by accrual of the “interest” factor as time elapses. 
It is wmth noting that dividends represented by notes or other credi- 
tor instruments are basically nothing but ordinary cash dividends 


$1,000,000 

11,000,000 


1 , 000,000 

1,000,000 


1,000,000 

1,000,000 
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with the date of payment postponed for a stated period. Occasion- 
ally instances arise of the declaration of several successive cash divi- 
dends in advance. This procedure, like the scrip or note dividend, 
hasn't much to be said for it. If the financial position warrants it is 
reasonable to declare and pay a dividend. If the position is such 
that payment of a dividend is not currently justified there should be 
no declaration. Seldom if ever is it wise to make dividend commit- 
ments long in advance. 

Unclaimed dividends should be carried as a liability until other 
disposition is authorized by the directors. 

Dividends on Preferred Stock. Dividend procedures do not vary 
materially with the class of stock involved. Preferred dividends are 
usually paid quarterly— occasionally semiannually— and are in gen- 
eral declared with greater regularity than common dividends. The 
passing of a dividend on non-cumulative preferred stock does not 
give rise to an arrearage unless the dividend was earned, either in 
the current period or earlier. Further, even where income exists in 
adequate amount failure to appropriate the regular dividend should 
not be construed as a violation of the obligation to the preferred 
stockholders if the disbursement is not warranted by the condition 
of the company in the well-considered judgment of the board of di- 
rectors. Passed dividends on cumulative preferred stock represent 
arrears but cannot be construed as a definite liability. Moreover, 
such dividends will continue to remain unpaid unless earned, al- 
though the amount of the arrearage may eventually become so great 
as to bring about reorganization (and settlement of the arrearage in 
some fashion in the reorganization procedure). The authority of 
the board to pass dividends on cumulative preferred in the presence 
of actual earnings can presumably be challenged if dividends are un- 
reasonably withheld, as the amount in arrears commonly bears no 
interest and indefinite withholding would be decidedly unfair to the 
preferred stockholders. Accountants usually recommend that the 
full amount of the arrearage be reported by means of footnote or 
supplementary comment, and there is something to be said for an 
earmarking of a portion or all of retained earnings (where present) 
as a *heserve for preferred dividends.” 

Earnings Accumulation. In the past the accumulation of earnings 
on a large scale has been a feature of the financial administration of 
many corporations. An iniportant factor in bringing this about has 
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been the rapid growth of Amerkan business undertakings and the 
ease of financing such growth through the utilization of earnings. 
Earnings accumulation also reflects conservative dividend policy and 
the general desire to strengthen financial position. The significance 
of past earnings as a basis for dividend appropriations in lean years 
was discussed earlier. Occasionally earnings are retained in connec- 
tion with some specific undertaking such as the retirement of a bond 
issue, the development of a new line of activity, or as a buffer de- 
signed to absorb the shock of a particular loss which is feared if not 
expected. 

The “plowing back'' of income, it should be pointed out, is not a 
virtue in itself, and no doubt there are cases in which larger divi- 
dends and less expansion \vould have been more in accord with the 
best interests of the stockholders than the policy of accumulation fol- 
lowed. An alternative policy is that of disbursing ail or most of the 
amount earned coupled with the offering of subscription rights to 
stockholders from time to time as additional funds are needed. In 
this connection it is important to recognize that retained earnings 
have ail of the attributes of invested capital as far as economic and 
administrative considerations are concerned. 

Donations and Capital Transfers. A special means of dealing with a 
deficit sometimes employed is the contribution by stockholders of a 
voluntary assessment. The M Co., for example, with outstanding 
common stock of 1 1,000, 000 (100,000 shares) and 6% cumulative pre- 
ferred stock of $500,000, par $100, finds itself faced with an accumu- 
lated deficit of $200,000 and dividends in arrears (not on the books) 
of $90,000. At this juncture the stockholders agree to pay an assess- 
ment of $4 per share, in cash, for the purpose of absorbing the deficit, 
meeting back dividends on preferred stock, and providing additional 
working capital. Assuming the Company is rehabilitated as planned 
the following entries are in order: 

( 1 ) 

Gash ^400,000 

Contributions of Shareholders $400,000 

To record collection of voluntary assessment of $4 per 
share 

( 2 ) 

Contributions of Shareholders 

Preferred Dividends Payable . . 

To record declaration of back dividends on preferred 
stock totaling $18 per share 


90,000 

90,000 
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(3) 

Contributions of Shareholders 200,000 

Deficit . . . 200,000 

To absorb deficit 

(4) 

Contributions of Shareholders 110,000 

Capital Stock Common 110,000 


To close balance of temporary account to capital stock 

111 this type of adjustment in practice the net increase in the equity of 
the common stock is often labeled capital “surplus/* 

Another form of “donation" consists of the return of a portion of 
the shares outstanding to the corporation. For example, assume 
that the condition of the M Co. is as described above and that instead 
of paying in cash pro rata each stockholder “donates" one-half of the 
number of shares he owns to the Company. Ignoring the fact that to 
carry out this transaction some arrangement for dealing with frac- 
tional shares would presumably be required the conventional entries 
are: 

Capital Stock Common . . . , . ... . $500,000 

Deficit . . . $200,000 

Capital “Surplus” . . , . 300,000 

This transaction, although resulting in a form of “surplus" amount- 
ing to 1300,000, would not add a penny to vrorking capital or affect 
the dividend arrearage. It simmers down, in fact, to nothing more 
than a charging of the deficit to capital coupled with a transfer of an 
additional amount of stated capital to “surplus" account. The dona- 
tion is more apparent than real, as the total equity of the common 
stock is not affected, and there is no additional in vestment by the 
shareholders. 

The creation of “surplus" by transfer from capital account, whether 
accomplished by reduction of number of shares or by writing down 
the capital value per share, is a very questionable financial adjust- 
ment. In special cases, as explained earlier, elimination of deficit 
through a recapitalization may be justified, but it is difficult to find 
a sound basis for a “window-dressing" that transforms a deficit into 
a “surplus." 

Return to earnings account of “capital" derived from accumulated 
earnings at an earlier date can be defended as a correction of a previ- 
ous adjustment that was not wholly justified. There is no defense, 
however, for a variable policy which amounts to a juggling of capital 
and earnings accounts. 
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Capitalization of Earnings. The transfer of accumulated income to 
capital account may be accomplished by increasing the par or stated 
value per share, by issuing additional stock, and— in special cases— by 
absorbing stock discount or original overv^aluation through charges 
to earnings. The device commonly employed, however, is the issue 
of “dividend'* stock. The principal reason for the formal capitaliza- 
tion of earnings is the desire of the management to reflect in the 
equity accounts the fact that income funds have been used— or are to 
be used— in financing expansion or in retiring obligations incurred 
in the development of the business, and to insure their permanent 
retention in the business. Action in this direction may also be taken 
for the purpose of increasing marketability of the shares or to permit 
payment of a larger total of cash dividends without increasing dis- 
bursements per share or the rate of dividend to formal capital— not 
very important ends, and ends that can be effected by the ordinary 
split-up without disturbing the earnings account. Another possible 
reason for earnings capitalization is the desire to avoid— in connec- 
tion with taxation, labor controversies, etc.— the development of 
opinions as to earning pow?^er and its disposition that are likely to be 
prejudicial to the corporation's interests. The layman is inclined to 
get the mistaken impression that large accumulated earnings imply 
excessive income but he generally sees nothing questionable in addi- 
tional investment. 

Significance of Stock “Dividends.’' The M Co., for example, with an 
authorized capital of 100,000 shares, par |100 each, of which 50,000 
shares are outstanding, has the following status: 

Assets, . . . . . . $7,500,000 Capital Stock ... . $5,000,000 

Retained Earnings . . . 2,500,000 

$7,500,000 $7,500,000 


At this point it is decided to capitalize earnings in the amount of 
$2,000,000 by issuing 20,000 shares of stock pro rata in the form of a 
‘‘dividend/* The general entries, ignoring possible minor complica- 
tions, are; 

Retained Earnings $2,000,000 

Capital Stock . $2,000,000 

No formal entries are required for the act of declaration as a separate 
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Step. At the conclusion o£ this transaction the Company’s position 
is as follows: 


Assets. $7,500,000 Capital Stock. .... $7,000,000 

Retained Earnings . . . 500,000 

$7,500,000 $7,500,000 


This simple example serves to demonstrate the general significance 
of the stock ‘‘dividend” from the standpoint of the issuing corpora- 
tion. The assets remain unchanged and there is no change in the 
total equity of the stockholders. The proprietary interest, however, 
is now represented by 70,000 shares instead of 50,000, and the book 
value per share has been reduced from |150 to $107.14. Earnings, 
moreover, have been transferred to capital account in an amount 
equal to the par value of the additional shares issued. It is this 
feature— the capitalization of earnings— which constitutes the essen- 
tial characteristic of the stock dividend as compared with the split-up. 

The stock “dividend,” clearly, is not a true dividend. There is no 
assignment or distribution of corporate assets to the stockholders. 
Far from being a distribution the issue of dividend stock serves notice 
on the stockholders that a specified amount of earnings has been 
permanently removed from the dividend reservoir and added to the 
capital investment. In view of this the use of the phrase “melon- 
cutting” to describe a stock “dividend” is a bit unreasonable, to put 
it mildly. An advancing market price for the stock based on nothing 
more substantial than the prospect of a stock “dividend,” or the 
actual declaration of such a “dividend,” is likewise a somewhat sur- 
prising phenomenon, although it may be partially explained where 
the increase in the number of shares outstanding is the forerunner 
of a policy of making larger cash disbursements. In general the issue ^ 
of a stock “dividend” can be expected to bring about a proportionate 
reduction in the prevailing market price per share, as in the case of 
the straight split-up. If the quoted price of the M Co.’s stock, for 
example, is $154 per share when a “dividend” of two shares for every 
five outstanding is declared the market value may be expected to fall 
to $110 per share when the new stock is actually issued— barring the 
influence of other developments. 

It is true that in the case of highly marketable stock the stock- 
holder can readily sell all or part of the “dividend” shares received 
and thus realize upon his equity in capitalized earnings— to the extent 
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afforded by the level of the prevailing prices. The result of such 
action, however, is not equivalent to the collection of a cash divi- 
dend, as the sale of “dividend” shares reduces the stockholder's pro- 
portionate interest in the enterprise. To realize in cash precisely 
the amount of his equity in the capitalized earnings it would also be 
necessary in most cases for the stockholder to dispose of either more 
or less than the number of shares received as a “dividend.” Further, 
if a stockholder wishes to “declare his own dividend” by disposing 
of a portion of his holding he can do this without any assistance 
from the corporation (assuming that he holds a number of shares). 
A, for example, who holds 100 shares of the stock of M Co. with a 
market value of |154 per share, sells 26 shares just before the declara- 
tion of a 40% stock “dividend,” thus realizing |4,004 in cash, ap- 
proximately the book value of his equity in the earnings to be capital- 
ized. Shortly thereafter he receives a “dividend” of 29.6 shares, 
which gives him a total holding of old and new stock of 103.6 shares 
with a market value, at |110 per share, of $11,396 (assuming that 
fractional warrants are salable on the same basis as full shares). He 
then buys a fractional warrant for 4/10 of a share at a cost of $44, 
which increases his holding to 104 shares worth $11,440. B, another 
stockholder with an original holding of 100 shares, sells no stock un- 
til after the “dividend” shares are issued and accordingly receives 40 
shares. He then sells 36 shares, realizing $3,960, and retains 104 
shares with a market value of $1 1,440. The two stockholders are now 
in precisely the same position and each has secured the same net 
amount in cash. 

Stock “Dividend” Procedure. The declaration of a stock “dividend” 
is possible only vrhere authorized shares are available. Either com- 
mon or preferred shares may be employed, although the use of pre- 
ferred stock for “dividend” purposes is unusual. Under the typical 
procedure stockholders are permitted to retain their old certificates 
and additional certificates are issued pro rata to give effect to the 
“dividend.” The issue of fractional warrants is generally unavoid- 
able, and it may be advisable for the issuing company to provide 
means to facilitate their utilization. Fractional shares have no vot- 
ing power or dividend rights and usually lapse after a specified date. 
The amount of warrants outstanding on the expiration date should 
be returned to the earnings account. 

For example, the M Co., with authorized capital of 1,000,000 
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shares and $10,000,000, of which 250,000 shares with a par of $2,500,- 
000 are unissued, issues a stock “dividend'' of $1,000,000 represented 
by 100,000 shares. The individual holdings of shares are such that 
the distribution of the “dividend" requires the issue of certificates for 
97,000 full shares and fractional warrants aggregating 3,000 shares. 
The resolution of the directors provides that fractional certificates 
are redeemable in cash by the corporation for a period of thirty days 
at the rate of $10 per full share, and may be acquired by stockholders 
on the same basis. The resolution also provides that part-share rights 
expire unless presented for redemption or exchange within thirty 
days from date of issue. Under this arrangement the Company re- 
deems warrants amounting to 1,600 shares and reissues warrants for 
the account of stockholders totaling 1,375 shares. Certificates for 
2,750 full shares are issued in exchange for fractional rights, and 
those held by the Company (equal to 225 shares) plus those remain- 
ing in the hands of stockholders (equal to 25 shares) are canceled. 
The necessary entries are: 

(1) 

Retained Earnings $1,000,000 

Capital Stock . . 

Stock Warrants Issued 

To summarize distribution of certificates and frac- 
tional warrants per holdings shown by stock ledger 
of record date 

( 2 ) 

Stock Warrants Issued 16,000 

Bank ... . . . . ... . . . 

To record acquisition of warrants presented for re- 
demption 

(3) 

Cash ... . . . . . . . . . . . 13,750 

Stock Wan'ants Issued , . . . . . . 

To record reissue of warrants to stockholders 

W 

Stock Warrants Issued . . . . . . . . . 27,500 

Capital Stock . . . . . , . . . . . 

To record issue of stock certificates in exchange for 
matched warrants presented 

( 5 ) 

Stock WaiTants Issued . 250 

Retained Earnings , . . . . . . . . 

To return redemption value of lapsed warrants to 
earnings account 

The net result of the entire transaction is the issue of dividend stock 
amounting to 99,750 shares, the disbursement of $2,250 in cash, and 


$970,000 

30.000 

16.000 

13,750 

27,500 

,250, 
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the return to retained earnings of |250, the amount of the original 
appropriation attaching to warrants that stockholders have permitted 
to lapse, 

“Bividends*^ in Mo-Par Stock. The principal question arising in 
coiinectioii with the issue of “dividends" in shares without par value 
concerns the amount of earnings to be capitalized per share. What 
is the proper basis: declared or stated value per share, average paid-in 
^■^alue, market value, total book value, or some other figure? If the 
capital account is to be defined in terms of stated value per share it 
seems reasonable to use this amount as a measure of capitalized 
earnings when dividend stock is issued. For example, if the S Co. 
has outstanding 80(),()()0 shares of no-par stock with a stated value of 
|20 per share and 100,000 shares of stock of the same class are issued as 
a “dividend,” the indicated charge to retained earnings is |2, 000,000. 
This treatment may be objected to, however, on the ground that 
stated value is often a nominal figure much less than total paid-in 
value and that the latter is therefore the true measure of capital. 
From this standpoint the stock “dividend” of the S Co.-assuming a 
paid-in value of |50 per share— represents a charge to retained earn- 
ings of $5,000,000 and should be recorded as follows: 

Retained Eai'nings $5,000,000 


Capital Stock — Stated Value $2,000,000 

Capital Stock— Paid-In “Surplus’’ .... 3,000,000 


This, on the whole, is the preferable treatment, and can be defended 
for par “dividend” stock as well as for no-par shares. 

Neither market price per share nor total book value per share 
represents a proper basis for the charge to retained earnings, as both 
include the value of the very earnings under consideration. Since a 
Stock “dividend,” in other words, consists of a formal transfer of 
earnings to capital account, it is necessary to distinguish sharply be- 
tween the two main sections of the stock equity in measuring and 
recording the amount capitalized. The adoption of an arbitrary 
value, set by the board of directors, is likewise objectionable, and the 
use of the label “dividend” where stock is issued with no accompany- 
ing capitalization of earnings is clearly improper. 

In numerous cases “dividends'" in no-par stock have been based 
upon capital “surplus” in whole or in part. This is another practice 
that does not deserve support. There is no objection to the amalga- 
mation of paid-in “surplus” and stated capital— quite the contrary. 
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But the use o£ the phrase stock “dividend''— if it is to have any proper 
application— should be restricted to situations in which the issue of 
“dividend" shares has the capitalization of earnings as its essential 
purpose. 

Reservation of Earnings. The practice of earmarking retained earn- 
ings under special heads for the purpose of reflecting particular 
policies, programs, conditions, or contingencies, represents a method 
of impounding or appropriating income without formal capitaliza- 
tion. The importance of the practice can easily be exaggerated, as 
unappropriated earnings may be viewed as a sort of general-purpose 
buffer or reserve. Reservations of earnings are not to be encouraged, 
moreover, merely for the purpose of obscuring the condition of the 
enterprise with respect to accumulated income, or to make possible 
a resurrection of buried income when current conditions are un- 
favoi'able and those in control wish to keep up appearances. At the 
same time no serious objection can be offered to well-considered and 
systematic subdivision of the retained earnings account, under cap- 
tions and presentations which are not open to misunderstanding, 
and such subdivision may furnish some illumination and may be of 
some slight advantage from the standpoint of financial administra- 
tion. 

True earnings reserves should be distinguished from other types 
of accounts to which the term “reserve" is— unfortunately— applied. 
A reserve of earnings is a section of the stock equity, and its character 
is not affected by the bare act of earmarking or appropriating. The 
nature of a reserve account may of course be altered as a result of 
events and developments following its establishment. 

Even as applied to retained earnings the use of the term “reserve" 
is subject to misunderstanding and in general it would be helpful if 
the expression were avoided in account titles and statements. 

Earnings Invested in Plant. Earnings may be earmarked as a reserve 
for extensions or improvements either for the purpose of reflecting 
in the accounts the intention to restrict dividends and use the funds 
available for plant expenditures or to show that earnings have al- 
ready been invested in fixed assets and hence are not free for distri- 
bution to shareholders. The M Co., for example, earns a net income 
in a particular year of 15,000,000, but throughout the year the need 
for additional equipment and other facilities is such that ail liquid 
resources in excess of working capital requirements are expended as 
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fast as they become avaiiable to meet bills incurred in connection 
with the acquisition of machinery and in new construction. At the 
end of the year the directors decide to give effect to the situation in 
the presentation of the stock equity by authorizing an appropriation 
of earnings in the amount of $4,500,000 under the caption “earnings 
invested in plant additions.” (The title prescribed in railway ac- 
counting is “reserve for additions and betterments.”) The entries 
necessary to record this authorization are: 

Retained Earnings $4,500,000 

Earnings Invested in Plant Additions. . . . $4,500,000 

This action, it should be understood, does not in itself involve any 
expenditure of funds and has no effect upon the plant account. It 
consists simply of a segregation of earnings under a special heading. 

A reservation of earnings to indicate that the funds made avaiiable 
through profftabie operations have been applied to plant expansion 
rather than to an accumulation of liquid assets does not diminish 
the amount of the legaily-available dividend reservoir, and if and 
when the cash position w^arrants there is no objection to basing a 
dividend declaration upon earnings drawn from the special account. 
Blarnings invested in plant, in other words, need not be viewed as a 
permanent appropriation. The return of ail or any portion of such 
a reserve to unappropriated earnings, however, should be clearly re- 
ported in the periodic statements affected. There is something to be 
said in this connection for a systematic reversal of the appropriation 
entries in terms of the schedule of plant depreciation. Assume, for 
example, that the amount of depreciation annually charged to opera- 
tion by the M Co. on a plant cost of $4,500,000 approximates 
$360,000. In this situation it would not be unreasonable to adjust 
the reserve each year as follows: 

Earnings Invested in Plant Additions . .... $360,000 

Retained Earnings , . . . $360,000 

On the other hand, if the funds liberated through the conversion of 
fixed assets are to be reinvested in plant at an early date the transfer 
from the reserve to unappropriated earnings would hardly be in 
order. 

Security Retirement Reserves. The contract with the holders of 
bonds or other senior security may place restrictions on dividends to 
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common stockiioiders, and the earmarking of accumulated earnings 
in conformity with such restrictions is often desirable even if not 
required. The M Co., for example, issues five-year notes amounting 
to $1,000,000 under an agreement which provides that 75% of all 
income funds available for the common stock must be retained and 
applied to the retirement of notes, or to the accumulation of a re- 
tirement fund, until the entire issue has been redeemed or provided 
for. The net income for the first year amounts to $400,000 and earn- 
ings are accordingly appropriated in the amount of $500,000. The 
entries are as follows: 


Retained Earnings S300,000 

Earnings Reserved for Note Retirement . . . $300,000 


To give full effect to the agreement a corresponding amount of cash 
must be deposited in a special account, presumably under a trustee- 
ship, to be devoted immediately or later to note redemption. This 
process is continued until all notes have been paid, or funds sufficient 
to complete payment have been accumulated. The reserved earn- 
ings then become unrestricted, and may be returned to the main 
earnings account, thus: 

Earnings Reserved for Note Retirement. . . . $1,000,000 

Retained Earnings $1,000,000 

Or it may be decided to segregate this section of earnings, which cor- 
responds to the income funds that have been utilized in reducing 
iiabilities--in ‘'buying out” the equity of the noteholders, under 
another special heading, as follows: 

Earnings Reserved for Note Retirement. . . . $1,000,000 

Earnings Applied to Reduction of Liabilities . $1,000,000 

Care must be taken to distinguish between a subdivision of earn- 
ings established in connection with a program of security retirement: 
and a fund of cash or other liquid resources accumulated for the 
purpose of redeeming outstanding obligations. The amount of re- 
tained earnings is not affected by the process of retirement (ignoring 
the adjustments which arise where the expenditures on account of 
retirement are more or less than the book value of the security 
eliminated), whereas the fund is entirely or largely absorbed by the 
payments made. 


DSViDENDS AND RETAINED EARNINGS 


745 


111 some states the corporation law provides that outstanding shares 
can be acquired for the ^‘treasury” only to the' extent that the amount 
so expended does not exceed the accumulated earnings. The pur- 
pose of such statutes, presumably, is to prevent a decrease of the stock 
equity below the level of the original formal capital, and earnings to 
the amount expended for treasury shares must accordingly be as- 
sumed to be restricted and not available for dividends. The R Co., 
for example, with accumulated earnings of 1 1,000, 000, expends 
1700,000 in acquiring outstanding shares. To reflect the impound- 
ing of earnings as a result of this action the following entries are 
desirable: 


Retained Earnings $700,000 

Earnings Restricted by Acquisition of Capital Stock $700,000 


Reducing retained earnings by the amount expended for treasury 
shares, a procedure that has been recommended in some quarters, is 
neither necessary nor proper. The amount paid to the retiring 
shareholders represents an offset to par or stated value and paid-in 
‘^surplus,” if any, to the extent of the applicable amounts appearing 
in the capital accounts, and the balance constitutes an actual or po- 
tential offset to retained earnings (with a possible special adjustment 
of the stock equity— or of asset values— emerging, as explained in the 
preceding chapter). If the amount paid for shares acquired is de- 
ducted in full from accumulated earnings the result is a definite mis- 
statement of both main divisions of the stock equity. This becomes 
very apparent if action is taken to bring about a formal reduction of 
capital and cancellation of the acquired shares. 

Reservations of earnings not required by contract or statute are 
sometimes made by the management as a means of reflecting restric- 
tion of dividends and intention to retire preferred stock or other 
securities out of income funds. 

Contingency Reserves. A section of retained earnings is sometimes 
earmarked to cover the estimated amount of the loss which may re- 
sult from some particular undertaking, transaction, or condition in 
which asset values are jeopardized to an unusual degree. Thus a 
reserve may be established equivalent to the investment made in a 
foreign branch, in the face of disturbed political conditions, or the 
cost of experimental equipment, or the amount of any other highly 
speculative commitment. Another example is found in the reserve 
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for possible or probable decline in inventory prices or the value of 
securities owned. Possible losses from suits, strikes, unfavorable legis- 
lation, etc. are also sometimes reflected in the accounts through 
special earnings appropriations. In this connection, however, care 
must be taken to distinguish between accounts representing losses 
which can reasonably be accrued on the basis of known conditions, 
and which must not be interpreted as a part of the stock equity, and 
reserves for pure contingencies. 

The practice of appropriating earnings in the form of one or more 
possible loss reserves should not be carried to extremes. Reservations 
which are nothing more than gestures in the direction of conserva- 
tism are more likely to obscure than to illuminate and are to be 
avoided. The accumulation of a general earnings buffer, without 
the use of fancy labels, is sufficient indication of conservative policy 
except in situations where a definite basis for anxiety exists. 

A reserve for fire loss or other casualty, growing out of a program 
of so-called “self-insurance,’’ should generally be interpreted as a part 
of retained earnings, even where established by charges to revenue. 
There is no such thing as self-insurance in any proper sense. Certain 
risks can be shifted by paying insurance premiums; the alternative is 
to take the chance of loss and not insure— a policy that may be good 
management under some conditions. However, fire losses and other 
casualty losses do not accrue, and the passage of time without losses 
does not bring about a condition of greater jeopardy for the particu- 
lar asset or the particular concern. This is very apparent when sale 
of an entire business is being considered; the vendor would certainly 
vigorously reject the view that an amount should be deducted from 
the value of existing assets to reflect the fact that fire and other casual- 
ties were statistically overdue. It follows that it is not good account- 
ing to include in expenses an amount in lieu of insurance premium 
when no insurance is being carried. 

Non-Proprietary Reserves. The term “reserve,” unfortunately, is 
used rather indiscriminately in accounting practice. Liabilities are 
often designated as reserves, especially where Gircumstances are such 
that the amount of the obligation must be estimated or the parties to 
whom payment must be made have not been definitely determined. 
Thus “reserve for Federal taxes” represents the amount of tax esti- 
mated to be accrued where the actual assessment is uncertain due to 
belated legislative action, difficul^^^^^ of interpreting existing laws and 
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regulations, or questions of constitutionality; “reserve for improve- 
ments Oil property sold’' is the estimated liability to buyers to furnish 
improvements as provided in sales agreemerits; “reserve for guaran- 
ties” measures the estimated cost under guaranties given to service 
and repair equipment already delivered to customers; “reserve for 
injuries and damages” expresses the estimated expenditures which 
must be made on account of pending claims of employees or others. 
Liabilities of the “deferred-revenue” type— the amounts of which are 
definitely known— are likewise often called reserves. Examples are 
“reserve for outstanding tickets,” in the milk business, “reserve for 
receipts on unfilled orders,” in the mail-order field, “reserve for un- 
earned subscriptions,” in magazine publishing, and the “reserve for 
premiums” of an insurance company. In all of these cases the mis- 
leading term “reserve” should be dropped and titles should be em- 
ployed that make it plain that the liability arises out of cash advances 
by customers. 

The only excuse for attaching the term “reserve” to liabilities for 
unclaimed wages, dividends, etc. is the fact that some of the claims 
may never be presented for payment. For ordinary accruals of wages, 
royalties, interest, etc. the designation “reserve” is entirely uncalled 
for. 

Accounts showing estimated accrued depreciation, depletion, and 
amortization, still commonly labeled as “reserves,” represent offsets 
to recorded property costs or values rather than retained earnings as 
has been emphasized in other connections, and should never be re- 
ported in combination with accumulated income balances. The use 
of the term “reserve” in this connection is particularly objectionable 
as it no doubt is in part responsible for the persistent tendency to in- 
terpret contra valuation accounts as representing accumulated funds. 
It is true that earnings and valuation reserves overlap in practice to 
the extent that accruals of depreciation, etc. are either overstated or 
understated, but this simply means that the accuracy of reported 
earnings depends on the accuracy of the accounting for charges to 
revenues and has nothing to do with the use of contra accounts in 
booking such charges. 

Both short-term and long-term “equalization reserves” may be dif- 
ficult to interpret for statement purposes. A reserve for estimated 
plant removal cost, w^here no net salvage value is expected, is usually 
combined with the depreciation allow^ance as an offset to the gross 
book value, although such cost does not literally represent an expira- 
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tion of reeorded vaiue as does accrued depreciation. An operating 
reserve used in allocating to particular months annua! expenditures 
for advertising, for example, may have either a debit or credit bal- 
ance at particular points, and while a debit balance can be inter- 
preted as a form of prepayment it seems a bit far-fetched to view a 
credit balance either as an offset to working capital or as a liability. 
A reserve established by charges to revenues during war years to 
cover estimated costs of reconverting to peacetime operation, under 
the theory that w^artime revenues are chargeable with the rouedtrip 
costs of going on a war basis, is a non-proprietary accouiit“-offsettiiig 
total current assets— if based on reasonable estimates of expenses to 
be incurred. In practice, however, such accounts have often repre- 
sented retained earnings for the most part. The reserve for collec- 
tion expense is a more commonplace example of an account set up 
to provide for the accrual of "‘after'" costs. 

Secret Reserves. A “secret reserve" is an element of the proprietary 
equity w^hich is either completely suppressed or is not reported as 
such. Such reserves result from such practices as failure to capitalize 
particular plant assets, charging additions and improvements to 
maintenance, overstatement of bad debts, setting up excessive de- 
preciation or depletion, omission of accrued revenues and receivables, 
understatement or omission of inventories or prepayments, and 
overstatement of liabilities. Where due to a recognized accounting- 
procedure consistently employed, a secret reserve is a technical mat- 
ter and may not be seriously objectionable. On the other hand de- 
liberate itnderstatement of assets and the stock equity, with the in- 
tention of misleading or impairing the rights of any parties at interest, 
can not be too strongly condemned. 

Questions 

1. State the principal types of dividends. What is the test to be applied in 
distinguishing between nominal and true dividends? 

2. Discuss the source of dividend appropriations from the legal standpoint. 

3. A corporation with accumulated earnings of S5, 000, 000 of which the amount 
of $1,000,000 was earned prior to March 1, 1913, declared a cash dividend of 
$1,000,000 ‘‘payable out of profits earned before March 1, 1913.” Comment. 

4. State and explain the factors which should be contemplated by the board of 
directors meeting to consider dividend action. Should the class of stock influence 
the decision? The origin of earnings? 

5. “The operations of your company resulted in a loss for the year of $20,000,000. 
Nevertheless dividends were declared and disbursed amounting to $15,000,000, 
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such action being made possible by the policy of accumulating earnings in earlier 
years.” Discuss fully. 

6. When, if ever, are scrip dividends justified? 

7. ‘‘Disbursing dividends based on current profits that are not sufficient to wipe 
out an accumulated deficit amounts to the payment of dividends out of capital 
funds.” Discuss. 

8. Under what circumstances can the practice of recapitalizing to absorb past 
losses be justified? 

9. Must the declaration of dividends await an accumulation of earnings in 
excess of discount on stock or initial overvaluation? 

10. What three dates are usually involved in a dividend declaration? Should 
quarterly dividends for several years be declared in advance? When does a stock 
become “ex-dividend”? Outline, with illustrative entries, the dividend procedure 
for a large company with many stockholders. 

11. When are dividends in arrears on non-cumulativc preferred stock? On 
cumulative preferred? How should dividend arrearages be reported? 

12. Explain and compare two alternate policies of expanding a business through 
the acquisition and use of funds provided — directly or indirectly — by the stock- 
holders. 

13. With illustrative entries show how pro-rata contributions by shareholders to 
absorb a deficit should be recorded. How should contributions by one or more 
stockholdei'S, not in proportion to holdings, be handled? 

14. “In some cases an apparent donation amounts to nothing more than a transfer 
from the capital account to ‘surplus’.” Explain and illustrate. 

15. How may earnings be capitalized? Indicate the principal reasons for such 
capitalization and the merits of each. 

16. What is the effect of the declaration of a stock dividend upon: (1) total book 
value; (2) market price per share; (3) retained earnings; (4) the proportionate 
equity of each shareholder? Answer same questions substituting issue for declaration. 

17. With an illustration show how a stockholder may “declare his own dividend,” 

18. Discuss stock dividend procedure, including specific attention to the treat- 
ment of warrants for fractional shares. 

19. What amount per share should be charged to earnings when a dividend is 
issued in no-par stock? Explain fully. 

20. What are earnings reserves? Is their use, when not required by contract, 
justified? 

21. With entries illustrate the use of a special account for earnings invested in 
plant. Is such an earmarked section of earnings available for dividends? 

22. Discuss the use of security retirement reserves. Should such a reserve be 
returned to unappropriated earnings when the security in question has been re- 
deemed? 

23. “Where the controlling statute limits the amount to be expended in acquiring 
outstanding stock to the accumulated earnings, the amount expended to acquire 
shares should be deducted from retained earnings.” Do you agree? Explain. 

24. Under what circumstances are contingent loss reserves unobjectionable? 

25. Discuss the interpretation of a reserve for fire loss. Illustrate the use of 
liability reserves, valuation reserves, equalization reserves, 

26. Define “secret reserve”. Discuss the origin and use of such reserves. 
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Corporate Fixed Liabilities. The long-term liabilities— the “funded 
debt’*— of corporate enterprises are commonly in the form of bonds 
or notes. Such securities have been issued in large amounts by rail- 
ways, other utility enterprises, and real estate concerns, and have 
also been employed in manufacturing, trading, and other lines. 
Mortgage bonds and notes, based upon some form of mortgage and 
embracing the provisions of the underlying instrument, represent 
liens upon land, buildings, and other types of tangible property. 
Collateral bonds are issues secured through trusteed deposit, by the 
issuer, of other securities. Debenture bonds are issues based upon 
the general credit of the issuing organization and rank with other 
unsecured claims. Bonds, like stocks, are sometimes convertible. 
Income bonds— bonds on which interest is payable only if earned— 
have not been popular with investors and are now seldom employed, 
even in reorganizations. The bonds of a particular issue may be 
divided into (1) registered bonds, recorded in the name of the holder 
and on which interest and principal are paid upon the initiative of 
the issuer or its agent, and (2) coupon bonds, not recorded in the 
name of any party and on which interest and principal are payable 
to bearer (the interest rights being represented by a series of detach- 
able coupons). 

Funds received from bond and note issues are usually invested in 
plant assets or are used to retire similar securities. Occasionally a 
portion of an embarrassing floating debt is funded for a period of 
years. Interest is usually payable semiannually, and payment may 
be effected directly or through a specified agent. In most cases the 
borrowing corporation reserves the right to call for redemption any 
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or all of its outstanding obligations at stated prices, usually one to 
five points above maturity amount. Retirement of particular blocks 
prior to maturity may also occur as a result of acquisitions by the 
corporation on the open market or through special negotiations. 
Sinking-fund arrangements of various kinds are often employed in 
connection with the program of debt payment. 

Although not a part of the proprietary equity the outstanding 
funded debt of a corporation may be viewed as an element of the 
capital structure, broadly interpreted. This is especially true in the 
railway and public-utility fields where commonly fifty per cent or 
more of all money employed is secured through bond and note issues 
that are replaced by similar securities as the earlier issues mature. 
Bonds that are freely convertible into stock represent potential pro- 
prietary capital. Bondholders and other creditors usually have only 
a very limited influence on the immediate management of the 
enterprise. 

Issuing and Recording. The first step is the formal authorizing of 
the issue, including decision as to amount, security, term, and rate 
of interest, and this may require a special meeting of stockholders. 
The second step, in the typical situation, is the undertaking of nego- 
tiations with investment houses to arrange for the disposition of all 
or a portion of the authorized issue. When a suitable proposal has 
been received and approved by the board of directors a definite 
underwriting agreement is entered into between the investment 
bankers and the corporation. Such agreement may amount to a 
contract under which the bankers acquire the security on their own 
account for a stated amount, or it may represent merely an arrange- 
ment by which the bankers undertake to manage the distribution of 
the issue at a price and for a commission mutually agreed upon. 
All necessary legal details associated with the issue must be worked 
out, and the bonds or notes must be printed and signed by corporate 
officials and the designated trustee. The final step consists of the 
delivery of the securities to the underwriter and the receipt of the 
money by the corporation. 

The records and entries required in connection with the issue of 
bonds or long-term notes are similar to those employed in issuing 
capital stock. Formal ledger entries covering the authorization are 
not necessary but are sometimes used as a means of general control. 
The following is illustrative; 
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Unissued Bonds . , . . $1,000,000 

First Mortgage 4% Bonds Authorized ... 11,000,000 


Assuming the bonds are issued directly to an investment house or 
group the journal entries, in summary, are as follows: 


( 1 ) 

Investment Company . . . $1,000,000 

Unissued Bonds . $1,000,000 

To record delivery of bonds 

( 2 ) 

Gash 1,000,000 

Investment Company ........ 1,000,000 

To record receipt of investor’s check 

(3) 

First Mortgage 4% Bonds Authorized .... 1,000,000 

First Mortgage 4% Bonds Outstanding . . . 1,000,000 

To recognize change in status of bonds 


If the memorandum authorization entries are not made the credit to 
unissued bonds in the foregoing is replaced by a credit to bonds out- 
standing and entries numbered (3) are omitted. Where the bonds 
are delivered in blocks and the money is likewise received in install- 
ments the entries required are correspondingly extended. 

If the underwriting firm or syndicate acts merely as the agent of 
the corporation in taking and collecting subscriptions, and the sub- 
scriptions are accordingly accounted for on the issuer's books, the 
entries (omitting the possible authorization entries) take a form 
somewhat as follows: 


( 1 ) 

Bond Subscriptions . . . .... . . $1,000,000 

(also individual accounts) 

First Mortgage 4% Bonds Subscribed . . . $1,000,000 

To record subscriptions as reported by underwriters 

( 2 ) 

Underwriters . . , . . . . . . . . 1,000,000 

Bond Subscriptions . , . . . . . . . 1,000,000 

(also individual accounts) 

To record collection of subscriptions by underwriters 

(3) 

Cash . 1,000,000 

Underwriters . . . , 1,000,000 

To record receipt of collections from underwriters 

First Mortgage 4% Bonds Subscribed .... 1,000,000 

First Mortgage 4% Bonds Outstanding . . . 1,000,000 


To record delivery of bonds to cover paid subscrip- 
tions , .. 
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Eatries would also be necessary to cover the accruing liability to 
underwriters for services rendered and the discharge of such liability. 

Subscriptions taken and collected directly by the issuing company 
are recorded as shown above, omitting the account with the under- 
writers. Where individual subscriptions are payable in installments, 
the amount is sometimes distributed in a series of installment ac- 
counts for the purpose in particular of segregating amounts overdue. 

Bond subscriptions, to the extent that they represent claims against 
responsible parties, are a type of receivable and may be reported as 
an asset. The amount should be segregated on the position statement, 
however, and should not be included in current assets where the use 
of the funds as received is definitely restricted to investment in fixed 
assets or refunding of outstanding long-term securities. Moreover, 
bond subscriptions like stock subscriptions are peculiar in that they 
represent funds in the process of being raised rather than claims re- 
sulting from the furnishing of valuable considerations, and in view 
of this some accountants prefer to report the balance of unpaid sub- 
scriptions as a contra to bonds subscribed. 

The amount of authorized bonds not covered by subscriptions may 
be reported in the position statement parenthetically, or by means of 
a footnote. 

In the case of registered bonds a bond ledger containing the ac- 
counts of the individual holders must be maintained by the corpora- 
tion. 

Bond Discount. One of the least excusable of the standard practices 
of accounting is that which treats the discount arising where bonds 
are issued at less than maturity value as an asset related to such cur- 
rent balances as unexpired insurance and prepaid rent. Unaccumu- 
lated discount on a bond or similar security is in no sense an asset to 
the issuer, but represents an element of the total ‘'interest** charged 
during the life of the contract. The discount is the difference be- 
tween the amount of the actual capital received or invested and the 
par value^the amount payable or collectible at maturity. It is not a 
prepayment of cost by the borrower or income received in, advance 
by the investor; it is rather that portion of the effective interest 
which remains unpaid and uncollected until the due date of the 
security. 

From the standpoint of the issuing corporation the matter resolves 
itself into the question: what is the true liability of the borrower, at 
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the outset and during the term of the security, when the amount 
received from the investor is less than the maturity value? This 
question can best be answered by consideration, in turn, of the pos- 
sible measures of the original liability. These are: 

1 . Total amount payable, interest and principal, under the terms of the contract. 

2. Amount due at maturity. 

3. Actual amount received or invested. 

Assume, for example, that a company issues a tw^enty-year bond, 
agreeing to pay the investor $20 every six months through the life of 
the security and $1,000 twenty years from date of issue, and receives 
therefor $935 in cash. In this case, evidently, the corporation ob- 
ligates itself to pay a total of $1,800, and in a very real sense the 
liability assumed is actually this amount. The borrowing enterprise 
promises to pay the annuity of $20 just as explicity as it promises 
to pay the maturity value, and all of the annuity installments be- 
come due and payable in full before the maturity date. At the same 
time it is equally clear that this total liability is not the true liability 
to be recognized in the accounts at the date of issue. To set up 
$1,800 as the initial liability, with a discount or deficit of $865, would 
imply that the borrower were willing to become immediately obli- 
gated for $1,800 although receiving only $935, an obviously ridiculous 
interpretation of an ordinary commercial transaction between two 
parties who may be assumed to be in good financial standing and 
equally desirous of reaching an agreement. Such a treatment, fur- 
ther, w^ould be unreasonable in that it would ignore the earning 
power of the funds received. Indeed the borrower is not justified 
in entering into such an arrangement unless the amount received 
for the bond, $935, can be expected to produce a net return of at 
least $865 during the twenty-year period. 

Adoption of the second alternative-~the usual practice— is likewise 
seriously objectionable. If the immediately effective liability for 
accounting purposes is $1,000, the maturity value, it follows that the 
difference between this amount and the sum received, $65, is either 
an outright loss or an asset. To hold that the discount is a loss is 
untenable. The corporation willingly accepts the terms, and sees in 
the transaction an equitable arrangement in no way involving a dis- 
sipation of assets or any form of deficit. It is equally difficult to 
accept the theory that the discount is an asset. Discount is the dif- 
ference between the money or other property received for the bond 
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and the maturity value; it is not an addition to the money or other 
property. In fact to hold that discount is a true asset is tantamount 
to insisting that the actual resources or property received must in- 
variably total the maturity value of the security, regardless of the 
price at which issued— a position which denies the existence of dis- 
count, the phenomenon under consideration! To argue as some 
seem to do that discount is neither a loss nor an asset but a “deferred 
charge” to operation or to income simply begs the question; the 
legitimate deferred charge is nothing more or less than a cost factor 
properly applicable to future activities. 

The third alternative is the only one that is fully acceptable. The 
efiective liability at the outset is the actual amount received from the 
investor. This conclusion is obviously reasonable; in a common- 
place and supposedly equitable transaction it is to be expected that 
the immediate obligation incurred by the borrower will be neither 
more nor less than the amount of money or equivalent obtained. It 
also leads directly to a sound program of discount accumulation. 
The liability to begin with is the amount received, |9S5; the liability 
at maturity is clearly $1,000; the difference is made up through the 
systematic accumulation of the discount, $65, by adjustment of 
periodic interest charges through the application of the yield rate 
implicit in the terms of the loan. At all interim points the liability 
is the sum of the original obligation and the accumulation to date of 
that portion of the interest element which is retained until maturity. 
This treatment involves no padding of assets or charging off of 
fanciful losses. 

It may be objected that the true legal liability is the face or ma- 
turity value since this amount becomes due and payable immediately 
in the event of default. This point may be met in some measure by 
calling attention to the view, generally accepted, which holds that 
accounting principles and procedures should be developed primarily 
from the standpoint of the going concern rather than that of the 
insolvent or liquidating enterprise. Moreover, the adoption of the 
interpretation just outlined does not prevent disclosure on the face 
of the position statement, with any degree of prominence desired, 
of the maturity value of the obligation, with the amount of the un- 
accumulated discount shown as a contra. 

Bond Premium. The foregoing discussion can be readily adapted to 
the case where bonds are issued at a premium-at a price, that is, in 
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excess of par or maturity value. The true liability at date of issue is 
again the amount paid by the bond buyer, the investor. Assuming 
that the convention of displaying face value in the principal liability 
account is adhered to the amount of the premium must be recorded 
in a supplementary account, and in the statement this special account 
should be reported as a part of the total liability, thus: 


First Mortgage 4% Bonds: 

Amount due at maturity $1,000,000 

Unamortized premium 71,486 


Total amount of liability $1,071,486 


The premium account shows that part of the original liability which 
is returned to the investor in the guise of periodic “interest” pay- 
ments, and the discharge of this portion of the obligation is recog- 
nized by debiting the account each period with the excess of the 
nominal interest over the true interest calculated at the yield rate. 
At date of maturity the amortization of premium has been completed 
and the liability stands at the amount then due, the face value. 

In practice the error is sometimes made of absorbing bond pre- 
mium in the income account at the date of issue. This is definitely 
objectionable. Issuing bonds at a premium certainly does not give 
rise to income to the borrower. The investor pays the premium 
with his eyes open and is in no sense making a donation to the 
issuing corporation; he expects to be repaid in full during the life of 
the security. Crediting premium to earnings on the corporation's 
books results in an understatement of liabilities and overstatement 
of stockholders' equity, followed by a periodic understatement of 
net income due to the inclusion in interest charges of premium 
amortization. 

The treatment of bond premium as a “deferred revenue" that is 
gradually “earned” through the term of the bond is also inaccurate. 
The premium— a portion of the funds contributed by the bondholder 
—is not an income to the borrowing company at any stage. It is true 
that charging interest with the full amount of the periodic payment 
and including in income the amount of premium amortized does 
not distort the final net figure, but it does involve padding of both 
sides of the income accouiit and hence is improper. The sound 
procedure is to charge the amount of “interest” representing amorti- 
zation directly to the premium account as a clear-cut reduction of the 
total liability. 
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Recording Bonds Issued at Discount and Premium. On the in- 
vestor’s books it is good practice to charge the investment account 
with the actual cost of the security, disregarding par or maturity 
values. On the corporation’s books, however, the practice of record- 
ing face value in the main liability account is universally follotved 
and is not objectionable provided the proper supplementary ac- 
counts are introduced and the facts are correctly reported in the 
statements. 

The M Co., to illustrate, issues first-mortage, 5% bonds in the 
maturity amount of $1,000,000, receiving cash from investors total- 
ing $950,000. Assuming that subscriptions are involved but that 
unissued bonds are not recognized in the accounts the required 
entries may be outlined as follows: 

( 1 ) 

Bond Subscriptions $ 950,000 

(also individual accounts) 

Discount on Bond Subscriptions 50,000 

First Mortgage 5% Bonds Subscribed (Maturity 

Value) $1,000,000 

To record taking of subscriptions 

( 2 ) 

Cash 950,000 

Bond Subscriptions . . . . . . . . , 950,000 

(also individual accounts) 

To record collection of subscriptions 


(3) 

First Mortgage 5% Bonds Subscribed (Matur- 
ity Value) 1,000,000 

First Mortgage 5% Bonds Outstanding (Maturity 
Value) . . . . .... . . . . 1,000,000 

To record issue and delivery of bonds 

(4) 

First Mortgage 5% Bonds Outstanding (Discount) 50,000 

Discount on Bond Subscriptions 50,000 

To close temporary discount account 


The use of matched titles for par value and discount is helpful in 
that it emphasizes the relationship between the two elements and 
discourages improper interpretation later. 

Assuming that the M Co.’s bonds are issued at a premium of $50,- 
000, and ignoring subscriptions, the summarized entries are: 


Cash $1,050,000 

First Mortgage 5% Bonds Outstanding (Maturity 

Value) ............ $1,000,000 

First Mortgage 5% Bonds Outstanding (Pre- 
mium) ...... 50,000 
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In the subsidiary accounts of registered holders it is convenient to 
use par values only, which means that control is secured through the 
main liability account in the general ledger without reference to the 
supplementary discount or premium account. To facilitate recon- 
ciliation of the underlying bond ledger and the controlling account 
it is well to use a separate account in the general ledger to show the 
par value of the coupon bonds of the same issue which are outstand- 
ing, The discount or premium account need not be allocated, how- 
ever, as it is not considered necessary to distinguish between coupon 
and registered bonds in the financial statements. 

Financing Cost versus Discount. It is common practice to lump 
actual discount with the legal fees, printing costs, underwriting 
commissions, and other charges associated with the issuing of bonds, 
but this is not good accounting. The various service costs that must 
be incurred in raising capital represent a genuine asset (not a money 
fund but a legitimate cost factor) and should be dealt with accord- 
ingly, In the case of such costs incurred in issuing a terminable 
security it is reasonable to assume that their significance expires 
during the life of the security, and complete amortization in this 
period is therefore indicated. (The fact that a portion of such costs 
might have a long-run effect on intangible assets, as the concern 
becomes established and financing costs fall, can be ignored.) The 
amount of the periodic expiration should be charged to revenue as a 
general financial expense. As a rule a straight-line scheduling of 
amortization is satisfactory. 

For example, the M Co. incurs costs of $30,000 in issuing twen- 
ty-year bonds. The entries recognizing such costs, in summary, 
are: 

Bond Issue Costs . . . . .... . , . $30,000 

Gash (or equivalent) $30,000 

The entries covering amortization for one year are: 

Amortization of Bond Issue Costs 
Bond Issue Costs . ... 

The captions used may of course be modified in various ways. Often 
it is advisable to show such costs in the ledger broken up into the 
component elements of legal cost, commissions, etc. 

Where securities are issued to those furnishing legal and other 


$1,500 

$1,500 
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services the value of the services may be uncertain and may be more 
or less than the nominal value of the securities issued. In all such 
cases an effort should be made to find the fair value of the services 
received and such value should be the basis of the accounting. 

The distinction between the cost of raising capital— the amount 
actually paid for services rendered— and true discount— the excess of 
maturity value over the amount paid by the original buyer— is some- 
times obscured by the complexity of the conditions under which the 
security is issued. The general rule should be that the discount is 
determined by comparing the amount paid by the first investor— the 
party w^ho actually furnishes the funds and is the first full-fledged 
holder of the security— with par value; the records of the issuing com- 
pany are not affected by transfers from one party to another. In 
this connection caution must be exercised in interpreting the phrase 
“net proceeds” in connection with a security issue. The actual pro- 
ceeds consist of the full amount paid in by the original investors, 
and the funds so received are available for all proper corporate pur- 
poses. The payment for services rendered by investment bankers, 
like any other commitment, represents one applicatio7i of the funds 
received, not a reduction in the amount of such funds. 

Issuing Bonds Between Interest Dates. The M Co., for example, 
prepares first mortgage, 6% bonds in the amount of $1,000,000, par, 
dated January 1, but does not issue the bonds until January 15, at 
that time receiving par and accrued interest. The entries sum- 
marizing the transaction are: 


Gash . . $1,002,500 

First Mortgage 6% Bonds Outstanding . . $1,000,000 

Bond Interest Accrued Payable .... 2,500 


In this situation the investor advances to the corporation the interest 
accrued from formal date to date of issue, $2,500. This amount, 
however, must be returned to the bondholder on the first interest 
date as a part of the total due at that time, and hence is credited to an 
accrued liability account. On July 1, when the first coupon is paid 
(and assuming there has been no interim accrual), the entries are: 


Bond Interest Charges . . . . . . . . $ 27,500 

Bond Interest Accrued Payable 2,500 

Bank $ 30,000 


Bonds are often issued in a number of blocks over a period of 
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months and where this is the case interest must be appropriately 
accrued and collected for each lot. Where an issue of coupon bonds 
is made after one or more interest dates the matured coupon (or 
coupons) is detached and the interest collected from the buyer is that 
accruing since the last interest date. Original charges to bond sub- 
scription accounts may or may not include an element of accrued 
interest, depending upon the circumstances, but the subscriber must 
advance the amount accrued, if any, when making payment. 

Interest Procedure. Interest on outstanding bonds, like interest on 
short-term obligations, must be properly accrued for each accounting 
period of the issuing corporation, the entries being a debit to interest 
charges and a credit to an accrued liability account. When payment 
is made the liability is charged and the bank account is credited. 
In the case of bonds issued at a discount or premium adjustment 
must be made for accumulation or amortization. See illustrations 
later. In any event the amount actually disbursed in each period is 
the nominal interest as stated in the bond. 

Interest may be paid either by the issuing corporation or by the 
trustee or other designated representative. Where payment is made 
directly by the corporation checks on the company’s bank account 
(sometimes a special account, established to take care of interest 
requirements) are mailed to registered holders and coupons as pre- 
sented are redeemed either by check or in actual currency. Individ- 
ual holders often turn their coupons over to a local bank or other 
financial institution for purpose of collection, which means that 
coupons are assembled in some measure before reaching the corpora- 
tion and may be taken care of by a relatively small number of separate 
payments. Complete redemption of all matured coupons is not al- 
ways accomplished on the due date; often presentation of a few cou- 
pons will be delayed for a considerable period. If desired the balance 
of the accrued liability account representing coupons past due for a 
month or more may be transferred to a special ledger account. An 
important feature of interest procedure, not always carefully ob- 
served, is the systematic filing of redeemed coupons. 

Where payment is made by the trustee the procedure required of 
the corporation is somewhat simplified. A single check is issued pay- 
able to the trustee for the entire semiannual requirement (the neces- 
sary amount may of course be accumulated through a series of 
payments, if desired) and the individual payments are made by the 



CORPORATION BONDS 


761 


trustee to registered holders and those presenting coupons. In this 
situation the amount of interest money deposited with the trustee 
may be debited directly to the accrued liability account or it may be 
charged to the trustee, as a part of funds on deposit. The first treat- 
ment is somewhat objectionable in that it assumes immediate pay- 
ment of the entire interest obligation, although the liability is actually 
retired only as interest funds are disbursed by the trustee. Under 
the second and preferable treatment the trusteed fund is credited 
and the interest liability charged only as payments of interest money 
are reported by the trustee, and the accounts then show the unpaid 
interest and the deposited funds available for payment. The amount 
of interest money to be deposited is the interest currently payable as 
stated in the contract and is unaffected by accumulation or amortiza- 
tion schedules. 

Coupons on bonds acquired by the issuing corporation and not 
formally canceled should be detached and filed as of interest dates, 
with notations showing their origin. If interest is disbursed by the 
trustee the holdings in the company treasury and the amount out- 
standing should be reported by the corporation. Where company 
bonds are held by the trustee interest payments thereon are 
sometimes continued as part of a program of sinking-fund accumu- 
lation. 

Bond Valuation. The value of a bond or similar security consists of 
two elements: (1) the present value of the sum due at maturity; (2) 
the present value of the interest annuity. If the yield rate at which 
the bond can be issued is the same as the nominal rate the sum of 
these two elements coincides with par or maturity value. For ex- 
ample, if the M Co. offers 4%, twenty-year bonds amounting to 
$1,000,000, par, with interest payable semiannually, the present 
worth of the sum due in 40 periods at a rate of 2% per period is 
$452,890.42, and the present worth of an annuity of $20,000 per 
period for 40 periods at a rate of 2% is $547,109.58, a total of ex- 
actly $1,000,000. If, however, the market rate is above the nominal 
rate stated in the bond the sum of the values of the two elements is 
less than par, and if the market rate is less than the nominal rate a 
value in excess of par is indicated. A bid for the above bond on a 
4^% yield rate (2^4% period of six months), for example, would 
amount to $410,645.75 plus $523,870.44, a total of $934,516.19. And 
a bid on a 3%% basis would be similarly found to amount to $l,071i- 
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485.57. In practice, it may be added, the discount or premium is 
seldom as large as in these hypothetical cases. 

The calculation of bond values where compound interest tables 
are not available is a rather lengthy process. The expression for the 
present value of |1 due in n periods at i rate is 

1 

The expression for the present worth of $1 per period for n periods 
at i rate is 


i 

The process may be abridged, however, by computing the first of the 
two components and then deriving the other by simple arithmetical 
operations. For example, the present value of $1 due in forty periods 
at 2%% per period is 

1 

1 . 0225^0 

which reduces by computation to .41064575. Multiplying this result 
by 1,000,000 gives |410, 645.75, the present value at 4%% of the sum 
due at maturity in the case of the M Co. bond referred to above. 
But if this bond were a 4%% security it would bring a price of par 
on a 4%% basis. And since the present worth of the maturity 
amount at 4%% is $410,645.75, an interest annuity of 4%%, on a 
4%% basis, would be worth par less this amount, or $589,354.25. 
The 4% interest annuity offered by the Company is therefore worth 
only 40/45 of this last figure, or $523,870.44. The value of the 
bond, accordingly, is the sum of $410,645.75 and $523,870.44, or 
$934,516.19. 

The total price of a serial bond under specified conditions is found 
by computing the present value of each block separately. 

Estimating Effective Rates. The fact which the bond buyer often 
wishes to ascertain is the yield rate of interest implicit in the market 
price of a particular security. For the issuing company likewise a 
common problem is that of estimating the effective rate where a 
price has been proposed or agreed upon without previous determina- 
tion of the rate. In general the most satisfactory method of calcula- 
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cion is that o£ averaging coupled with “trial and error/* For 
(example, assume that the M Co, issues a block o£ twenty-year, 
4% bonds in the maturity amount of |1, 000, 000 for |1, 149,579.22. 
What is the true rate of interest involved? 

The nominal interest paid per period, |20,000, exceeds the actual 
Interest charge, on the average, by one-fortieth of the premium of 
1149,579.22, or $3,739.48, and the average charge per interest period 
is accordingly only $16,260.52. The principal sum at the outset is 
$1,149,579.22 and at maturity is $1,000,000, and the average of these 
amounts is $1,074,789.61. Dividing the average interest charged by 
the apparent average principal gives an initial trial rate per half- 
year period of approximately 1.513%. The next step is the com- 
putation of an informal amortization schedule (see illustration later) 
for the bond issue for forty periods based on this trial rate— not a very 
difficult task where a mechanical calculator is available. By this 
process the trial rate will be found to be too high, and a new trial 
rate is selected which takes account of the average discrepancy. 
Through two or three such calculations the correct rate of 1.5% can 
be found or approximated as closely as desired. 

Particular blocks of bonds of a given issue are often marketed at 
different times and at amounts that involve different effective rates. 
In this situation it is possible to account for each block as a separate 
issue, with its own yield rate and accumulation or amortization sched- 
ule. As a practical matter, however, the better procedure is to 
combine the discount or premium on the various blocks and estimate 
and use the rate implicit in the total proceeds. 

Methods of Accumulation and Amortization. The straight-line plan 
of accumulating discount or amortizing premium has been widely 
commended on the score of simplicity. The interest method is much 
more acceptable, however, particularly for the issuing corporation. 
The individual investor, usually holding only a small portion of an 
issue and often for a much shorter period than the life of the se- 
curity, may not always find it expedient to use a scheme of revalua- 
tion in terms of an effective rate applicable from date of purchase 
to maturity. The corporation, on the other hand, is faced with the 
problem of accounting for the entire issue through the full con- 
tractual life (ignoring possibility of redemption by call or acquisition 
on the market) and should accordingly adopt the policy which will 
register the effect of the entire transaction in the periodic reports in 
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the most reasonable manner. Straight-line absorption of discount or 
premium results in equal periodic charges to income on account of 
interest, despite the increasing equity of the bondholder in the case 
of a discounted security and the decreasing equity where the security 
was issued at a premium. Under the interest method the interest 
charge each period is in harmony with the amount of the effective 
liability for the period— a condition clearly desirable. 

Accumulation and Amortization— Illustrative Entries. For an ex- 
ample of the interest method of accumulating discount, assume that 
on January i M Co. issues twenty-year 4% bonds in the maturity 
amount of $1,000,000, with interest dates of January 1 and July 1, for 
$934,516.19, which gives a 4%% basis, and that the Company closes 
its books on June 30 and December 31. The following entries are 
required through the first year: 

January 1 

Cash $934,516.19 

Bonds Outstanding — Discount 65,483.81 

Bonds Outstanding — Maturity Value . . $1,000,000.00 

To record issue of bonds 

June 30 

Bond Interest Charges . . . . . . 

Bond Interest Payable. . . . . . . 

Bonds Outstanding — Discount .... 

To charge income with interest accruing for six 
months at effective rate on initial liability and 
recognize amount currently payable and dis- 
count accumulation 

July! 

Bond Interest Payable . . . . 

Bank . . . . . . . . . 

To record payment of nominal interest 

December 31 

Bond Interest Charges . . ... . , 21,049.71 

Bond Interest Payable. . .... 

Bonds Outstanding — Discount . . . . 

To charge income with interest accruing for six 
months at effective rate on accumulated liabil- 
ity and recognize amount currently payable 
and discount accumulation 

The interest charge in each period is determined by applying the 
effective rate per half-year, 2J4%, to the net book value of the liabil- 
ity. To begin with this liability is the amount received for the 
bonds, $934,516,19; for the second period this amount is increased by 
the accumulation of $1,026.61 to $935,452.80; and so on. It is 


20,000.00 

1,049.71 


20,000.00 


20,000,00 


21,026.61 


20,000.00 

1,026.61 
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noticeable that with an increasing bondholders' equity and a con- 
stant periodic payment the amount of acciimuiation— interest with- 
held by the corporation-- is successively greater. Continuing the 
process to maturity results in systematic accumulation of the entire 
discount. 

For an example of amortization of premium by the interest method 
assume that the M Co. bonds are issued at a market rate of 3% and a 
price of 579.22, other conditions remaining the same. The 

entries the first year are: 


January 1 

Cash $1,149,579.22 

Bonds Outstanding "Maturity Value. 

Bonds Outstanding — Premium 
To record issue 

June 30 

Bond Interest Charges 

Bonds Outstanding — Premium 
Bond Interest and Pr-emium Payable . 

To charge income with accrued interest at 
effective rate and recognize amount cur- 
rently payable including premium amortiza- 
tion 

July 1 

Bond Interest and Premium Payable .... avjuw.w 

Bank 20,000.00 

To record payment of nominal interest 


December 31 

Bond Interest Charges . 17,202.34 

Bonds Outstanding — Premium 2,797.66 

Bond Interest and Premium Payable . . . . 20,000.00 

(Explanation as on June 30) 


Again the interest charge each period is found by applying the 
effective rate per half-year, 1%% in this case, to the book value of 
the total liability. Here, however, the liability is being successively 
reduced by the amount of amortization of premium. With a de- 
creasing interest charge and a constant interest payment the periodic 
conortization is evidently an increasing series. 

The accrual of interest currently payable and the accumulation of 
discount can be recorded through separate journal vouchers if this 
is more convenient. For example, the following may be substituted 
for the entries on June 30 in the first illustration above: 

( 1 ) 

Bond Interest Charges . . . . . . . . $20,000.00 
Bond Interest Payable . . . ... 


$ 1 , 000 , 000.00 

149,579.22 


17,243.69 

2,756.31 


20,000.00 


Ofl ArtO AA 


$20,000.00 
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Bond Interest Charges 

Bonds Outstanding — Discount 


( 2 ) 


1,026.61 

15026.01 


111 the second illustration, similarly, the entries on June SO, for ex- 
ample, may be extended into: 


( 1 ) 

Bond Interest Charges 120,000.00 

Bond Interest and Premium Payable .... $20,000.00 

( 2 ) 

Bonds Outstanding — Premium 2,756.31 

Bond Interest Charges 2,756.31 


In this case the charge to bond interest account is too large by the 
amount of amortization but the account is corrected by the credit for 
amortization and no essential fact is misstated. The common prac- 
tice of crediting amortization to a special income account is objec- 
tionable, however, if the balance of this account is reported as an 
actual earning; periodic amortization is an adjustment of interest 
charged, not an income. 

In the case of bonds issued at a discount (or premium) between 
interest dates the accrued accumulation (or amortization) should 
be added (or deducted) in finding the equitable price. In prac- 
tice, however, this adjustment is often ignored in setting interim 
prices. 

Accumulation and Amortization Schedules. The nature of such 
schedules, useful as sources of periodic entries, is indicated by the 
excerpts below. 

Accumulation Schedule 


R Co. Debenture Bonds 


Par Amount $700,000.00 Bond Date Jan. 7, 7949 

Maturity Date Jan. 7, 1959 

Coupon Rate 5% 

Interest Dates July 7 and Jan. f 

Issue Date Jan. 7, 1949 

Proceeds $92,567.26 Effective Rate 6% 






Interest 

Interest 



Period 

Net 

Charged 

Paid Accumulation 

Total 

Ending 

Liability 

3% of Net 

2i% of 

for Period 

Accumulation. 



Liability 

Par 



6/30/49 

$92,561.26 

$2,776.84 

$2,500.00 

$276.84 

$ 276.84 

12/31/49 

92,838.10 

2,785.14 

2,500.00 

285.14 

561.98 

6/30/50 

93,123.24 

2,793.70 

2,500.00 

293.70 

855.68 

12/31/50 

93,416.94 

2,802.51 

2,500.00 

302.51 

1,158.19 

6/30/51 

93,719.45 

2,811.58 

2,500.00 

311.58 

1,469.77 

12/31/51 

94,031.03 

2,820.93 

2.500.00 

. 320.93 

1,790.70 
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Amortization Schedule 
R Go. 1st Mortgage Bonds 

Par Amount $100,000.00 Bond Date Jan. 7, 7949 Maturity Date J'an. 7, 7959 
Coupon Rate 5% Interest Dates July 1 and Jan. 1 Issue Date Jan. 7, 7949 
Proceeds $70^5 775.72 Effective Rate 4% 


Interest Interest 


Period 

Net 

Paid 2i% 

Charged 

Amortization 

Total 

Ending 

Liability 

of Par 

2% of Net 
Liability 

for Period 

Amortization 

6/30/49 

$108,175.72 

12,500.00 

$2,163.51 

$336.49 

1 336.49 

12/31/49 

107,839.23 

2,500.00 

2,156.78 

343.22 

679.71 

6/30/50 

107,496.01 

2,500.00 

2,149.92 

350.08 

1,029.79 

12/31/50 

107,145.93 

2,500.00 

2,142.92 

357.08 

1,386.87 

6/30/51 

106,788.85 

2,500.00 

2,135.78 

364.22 

1,751.09 

12/31/51 

106,424.63 

2,500.00 

2,128.49 

371.51 

2,122.60 


If the date of actual issue does not coincide with formal date of 
bond or an interest date, other conditions being unchanged, the 
schedules are constructed as shown except for the first period. Sup- 
pose, for example, that the R Go. debenture bonds were issued on 
March 1 for |92, 653.54 (exclusive of nominal accrued interest ad- 
vanced by the buyer of |833.33). With this condition the first lia- 
bility amount would be $92,653.54 (exclusive of liability to return 
interest advanced); the interest charge for the first period would be 
two-thirds of the amount shown in the schedule, or $1,851.23; the 
amount of interest paid, less the amount advanced by the buyer, 
would be $1,666.67; and the accumulation would be reduced to 
$184.56. The figures for later periods would remain unchanged. 

Where accounting periods and interest periods do not correspond, 
as is usually the case, the proper entries can be readily determined by 
apportioning the amount of accumulation or amortization calculated 
ill terms of interest periods. 

Redemption of Bonds. When bonds are paid at maturity no special 
adjustments arise, assuming discount or premium, and associated 
issue costs, have been properly accounted for during the life of the 
obligation. If bonds are called prior to redemption, however, an 
adjustment of the stock equity is required in the amount of the excess 
of the redemption price (usually higher than par) over the net 
carrying value of the bonds at date of redemption. For example, 
the M Co. decides to call and retire outstanding bonds in the ma- 
turity amount of $1,000,000 at the redemption price of 103. At the 
call date— also an interest date— unamortized bond issue cost totals 
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|5,000 and the unaccumuiated discount amounts to |30,000. Ignor- 
ing the matter of paying the last coupon, and also the question of 
incidental redemption expense, the appropriate entries are: 


Bonds Outstanding — Maturity Value .... $1,000,000 

Premium on Bond Redemption 60,000 

Amortization of Bond Issue Costs 5,000 

Bank $1,030,000 

Bonds Outstanding — Discount 30,000 

Bond Issue Costs 5,000 


The “premium’' represents a reduction in the stock equity in favor 
of the bondholders that the corporation is willing to make because 
of the desire to terminate a particular contract and should presumably 
be reported in the income statement instead of being absorbed di- 
rectly against earnings retained. It is an example of a realized 
financial “loss,” even if voluntarily incurred. The amortization of 
the balance of the issue cost is a charge analogous to a retirement 
loss in the case of plant assets. 

If a corporation made definite plans at the outset to redeem its 
bonds at the call price at a particular date prior to maturity, such 
price would in effect become the maturity value and the call date 
selected the date of payment. In this situation the original book 
value should be systematically accumulated (or amortized) to the 
expected redemption price. Such conditions, however, are not at all 
typical. Definite decision to exercise the right of redemption is sel- 
dom if ever made long in advance of actual call, and explicit recog- 
nition of the redemption price in the corporate accounting is 
therefore not feasible. The uncertainty is magnified in some cases 
by variation in specified call prices as of different dates. 

Bonds are not redeemable at the option of the bondholder but 
occasionally bonds are convertible into capital stock, under specified 
conditions, at the initiative of the investor. Upon conversion, by 
the usual procedure, the net book value of the bonds is closed into 
the capital stock account (or accounts). An alternative treatment, 
with some merit, would recognize the implied issue value of the 
stock under prevailing conditions. For example, the M Co. has 
outstanding bonds issued at par that are convertible into no-par 
common stock on the basis of three shares for each 1 100 of maturity 
value. At a particular time the stock has come to have an established 
market value of $50 per share and the bonds are accordingly quoted 
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at |150» With these conditions bonds in the par amount of |100,000' 
are converted into stock. Assuming that revaluation 'of assets would 
not be appropriate, recognition of the implied issue value in the 
Company's accounts woiiid require capitalization of retained earn- 
ings (if such earnings are present), as follows: 


Gonvertibie Bonds Outstanding $100,CM}0 

Retained Earnings 50,000 

Capital Stock (possibly divided into two portions, 

one showing stated value) $150,000 


This treatment, however, would hardly be justified in practice unless 
formal action were taken authorizing absorption of earnings in capi- 
tal account. 

Retirement at Less than Book Value. Due to changes in interest 
rates or changes in the credit position of the issuing corporation (or 
both) the value of outstanding bonds on the securities market may 
increase or decrease by a more or less substantial amount. In a 
period of depression the decline may be marked, particularly where 
payment of interest is endangered. There have been numerous 
examples, involving large companies as well as small enterprises, 
where the combination of fear of default and generally unfavorable 
conditions has resulted in quoted prices of |30 or less per |100 of 
maturity amount. With such conditions an interesting question of 
accounting treatment arises where a corporation acquires a block of 
outstanding bonds. 

For example, the R Co. has outstanding an issue of $1,000,000 ma- 
turity amount of debenture bonds due in forty years. These bonds 
were issued at par ten years earlier. Due to various factors, including 
declining earning power and poor prospects of the issuer, the market 
value has fallen to 40% of par. At this point the Company acquires 
i0% of the outstanding bonds, paying the holders $40,000 and ac- 
crued interest. Ignoring the interest element the conventional 
entries are as follows: 


Debenture Bonds Outstanding . . . . . . , $100,000 

Bank . . . . $40,000 

Gain from Bond Retirements . 60,000 


This treatment is objectionable. It involves the assumption that the 
investors are accepting less than a fair price for their bonds, and 
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hence are making an outright donation or contribution to the cor- 
poration. Actually there is no good reason in the typical case of 
this kind for concluding that the bondholders are making a sacrifice^ 
are permitting the corporation to take advantage of them. Instead 
the amount paid the bondholders presumably reflects the value of 
their claims in the light of prevailing conditions. The total value 
of the R Go. as a going concern, in other words, has shrunk to an 
amount much less than the book value of the Company’s assets—a 
shrinkage that has not as yet been acknowledged in the accounts. 
From this point of view the “gain” arising on retirement of the bonds 
at less than book value becomes an unassigned credit to assets, a 
partial recognition of the loss in value that the enterprise has suf- 
fered as seen through the eyes of buyers and sellers of securities. 

Granting that the precise effect of eliminating debt by paying 
substantially less than the face or book amount may be debatable, it 
seems clear that the balancing credit does not represent actual rev- 
enue and cannot reasonably be viewed as reflecting taxable income. 
If treatment as a general valuation offset to assets is not considered 
practicable it is still desirable to exclude such items from earnings 
and report them as a special adjustment of the stock equity. 

Treasury Bonds. Bonds that have been called or otherwise acquired 
for retirement are sometimes carried in a special clearing account 
until the cancellation has been formally authorized. Such an ac- 
count ofiEsets the book value of the bonds involved and should always 
be closed, or broken down into its components, at the end of the 
accounting period. 

Where bonds acquired by the issuer are kept “alive” in the treas- 
ury, with the expectation of subsequent reissue, the error is some- 
times made of reporting the holding as an asset. Such treatment is 
inexcusable. Treasury bonds and notes, like treasury stock, are 
never a true asset, regardless of the method of acquiring, length of 
time held, or manner of disposition. The acquisition by the bor- 
rower of his own promises to pay constitutes an effective reduction 
of outstanding liabilities, and this essential fact cannot be altered by 
formal details such as lack of cancellation and intention to reissue. 
When a short-term bank loan is repaid it never occurs to the bor- 
rower to view the returned note as an actual resource, even if it is 
intended to borrow again shortly from the same source and on the 
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same terms, and there is no sound basis for adoption of a different 
attitude in the case of long-term debts. Certainly the fact that a 
coupon bond in the treasury may be reissued in identical form is not 
adequate excuse for accounting for such a bond as an asset. There 
is, indeed, no essential difference between an authorized bond that 
has never been issued, but which has been printed and is in the 
treasury available for issue, and a similar bond that was once out- 
standing and has been acquired by call or in some other manner. 
The absurdity of the view that the corporation’s own securities held 
in the “treasury” are assets becomes apparent when it is remembered 
that such “property” is conceded to be eliminated by the bare formal- 
ity of cancellation. No doubt the error arises in part from over- 
emphasizing the terms “sale” and “purchase” as applied to issue and 
acquisition of corporate obligations, and consequent failure to 
recognize the impropriety of viewing the single corporation as two 
entities, one of which is capable of investing in the securities of the 
other. “Sale” of bonds by the company is more accurately described 
as the issuing of evidences of indebtedness to parties contributing 
funds to the enterprise, and subsequent “purchase” of bonds is in 
essence the payment or retirement of outstanding liabilities. 

Accumulation of Sinking Fund. In its traditional form the sinking 
fund for bond retirement is accumulated in equal annual or semi- 
annual installments throughout the life of the security and is em- 
ployed to pay the entire amount of the liability at the maturity date. 
For example, the M Co. issues at par first mortgage, 4% bonds in 
the amount of |1,000,G00, payable twenty years from date of issue. 
The agreement with the bondholders provides that on each interest 
date the corporation must deposit with the Bay Trust Co., in addition 
to the interest currently payable, the sum of $18,427.10. This rep- 
resents the semiannual installment, with interest at 3% compounded 
semiannually, that will accumulate to $1,000,000 by the maturity 
date of the bonds, and the trustee has undertaken to accept the de- 
posits on this basis. (The expression for the installment which 
deposited at the end of each period for n periods will accumulate to 
$1 at f rate of interest is 

' i 

Lengthy computations can usually be avoided through the use of 
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interest tables.) .Under these conditions the entries co¥ering the 
first and second sinking-fund payments, and the interest earned on 
the initial deposit, are as follows: 


( 1 ) 

Bay Trust Go. — Mortgage Bond Sinking Fund. . $18,427.10 

Bank $18,427.10 

To record first deposit 

( 2 ) 

Bay Trust Go, — ^Mortgage Bond Sinking Fund. . 18,427.10 

Bank 18,427.10 

To record paying of second installment 

(3) 

Bay Trust Go.^ — Mortgage Bond Sinking Fund. . 276.41 

Interest Earned on Sinking Fund . . . . . 276.41 

To accrue interest earned on fund 


Continuing this process through the forty interest periods will result 
in the accumulation of the amount necessary to retire the bonds. 
The entries at date of maturity, assuming actual payment is made 
by the trustee and ignoring bond interest, are: 

First Mortgage 4% Bonds Outstanding .... $1,000,000 

Bay Trust Go. — Mortgage Bond Sinking Fund . $1,000,000 

It is important to recognize that the interest accumulated on the 
fund, totaling $262,916 during the twenty years ($1,000,000 less forty 
times the semiannual installment), is income to the depositor and 
must be regularly accrued as earned in accordance with the terms 
of the contract. It is income, however, which is immediately dedi- 
cated to a special purpose, and a periodic appropriation of earnings 
to indicate this fact is desirable. The bond contract may provide 
for the accumulation of the entire sinking fund out of net earnings 
and in this event current income should be “reserved'" under a suit- 
able title each period in an amount equivalent to the sum of the 
regular deposit and the interest accruing on the fund for the period. 
Retention and earmarking of earnings is of course possible onh 
when operation has been conducted at a profit. Making sinking 
fund deposits with a trustee, on the other hand, depends upon the 
availability of cash. It may be noted here that the provisions of the 
bond indenture with respect to fund requirements and procedures 
are often lacking in clarity. 



CORPORATION BONDS 


773 


Where a bond issue haS' a single maturity date, the amount which 
must be paid to the trustee semiannually to cover both current in- 
terest and retirement fund requirements is evidently the sum of the 
interest annuity and the calculated periodic deposit. Thus the M 
Co. (above example) must deposit with the Bay Trust Co. (assuming 
interest is distributed to the bondholders by the trustee) every six 
iiionths the amount of |38,427.10 (current interest of |20,000 plus 
the installment for retirement fund of $18,427.10). Where the 
bonds of an issue mature in blocks at two or more dates the com- 
putation of an amount which deposited each period will take care 
of interest and meet all principal payments is somewhat involved, 
but is not a serious matter where interest tables are available. The 
ftrst step is to find the present value of the various blocks and interest 
annuities at the rate to be earned on the fund. The next step is the 
calculation of the periodic deposit required to amortize an annuity 
of such present value in the required maximum term. The expres- 
sion for the periodic payment required to amortize $1 and interest is 

i 


(14-i)“ 

Objections to Rigid Fund. The use of a rigid plan of accumulating 
funds to meet maturing obligations has disadvantages. For one 
thing such a plan ties up an increasing amount of funds at a low 
earning rate, which may be objectionable from the standpoint of the 
long-run interest of bondholders as well as stockholders. A scheme 
such as outlined above, moreover, ignores the fact that the amount of 
cash readily available for deposit in the fund is likely to vary sharply 
with operating and financial conditions, and that the inelastic re- 
quirement may accordingly place an unreasonable strain upon work- 
ing capital in particular periods. The primary protection of the 
bondholder as well as the stockholder in the typical enterprise is the 
ability of the concern to earn, and care should be taken therefore not 
to introduce features into the contract with bondholders and trustee 
that will tend to hamper the management in its efforts to operate 
successfully. In many cases it is no doubt better to rely upon restric- 
tion of dividends, with the corporation free to invest funds retained 
as it sees fit, than to require establishment of a trusteed bond retire- 
ment fund. And where a sinking fund is employed it is often better 
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to set the amount of the periodic deposit as a percentage of gross 
revenue or net earnings rather than as a fixed number of dollars. 

Current Utilization of Sinking Fund. In practice the arrangement 
with the trustee usually permits funds deposited in excess of interest 
requirements to be utilized to acquire outstanding bonds by call or 
acquisition on the open market. Where this is the situation the 
trustee's periodic report of the operations and status of the fund 
should include number of bonds acquired, their cost, and any other 
necessary details. Where bonds are regularly acquired through the 
sinking fund by purchase or call at a price above par this evidently 
means a scale of deposits above the level required to amortize par 
value. A particular block may of course be purchased by the 
trustee at a premium from any money deposited for retirement pun 
poses, including interest earned on such money, provided the agree- 
ment grants the necessary authority. In general interest money 
deposits should not be applied to retirement of principal. . 

Under some arrangements bonds acquired by the trustee are held 
by him and carried on his books like other investments as a part of 
the fund. How should this situation be dealt with on the corporate 
records? For an answer reference should be had to the discussion of 
treasury bonds. Bonds that have been purchased from corporate 
funds deposited for the purpose represent liabilities effectively dis- 
charged, and should be reported accordingly. The fact that pay- 
ment has been made indirectly through a corporate representative 
and that the bonds are included in the nominal amount of the fund 
does not justify any other interpretation. If desired a special contra 
account similar to treasury bonds may be employed by the company 
in this connection, but again it is good practice to adjust the main 
liability account directly. 

Is the essential condition changed if interest is regularly “paid” on 
bonds held in the sinking fund? A negative answer is required. 
Where the periodic fund deposit has been calculated on the as- 
sumption that the entire accumulation will be invested in earning 
assets throughout the life of the fund, the use of the fund to acquire 
outstanding bonds will make necessary other payments by the cor- 
poration to offset the reduction in earning power resulting from 
such expenditures if the original program of accumulation is to be 
maintained; and including the “interest” on company bonds held 
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by the trustee in periodic deposits of interest money may be a con- 
venient way of contributing the required additional amounts for 
retirement purposes. The bonds held are nevertheless not truly 
outstanding and payment of interest thereon is purely a forniaiity of 
fund accumulation. The charge to bond interest on the corpora- 
tion’s books should be restricted to interest on securities actually out- 
standing and the balance of the interest money should be charged 
directly to the sinking fund. 

Sinking Fund in Position Statement. Under prevailing practice the 
balance of the sinking fund at the end of each period as reported by 
the trustee is displayed on the asset side of the corporation’s position 
statement, usually under a special head located between the current 
items and the figures for fixed properties. Ordinarily the amount is 
presumed to represent cash or equivalent, without regard to the par- 
ticular manner in which the deposits made by the company have 
been invested by the trustee. As implied above the mistake is some- 
times made of including in the fund balance the cost of company 
bonds acquired by the trustee and not yet delivered to the corpora- 
tion. 

Occasional support is found for the view that the entire balance of 
the fund, even if composed only of deposits and their accumulation, 
should be reported by the issuing corporation as a contra to the main 
liability account, to show’’ clearly the extent to which provision for 
debt retirement has been definitely made. There are objections to 
this practice. The fund balance may be entirely outside the control 
of the depositing corporation, irrevocably dedicated to bond retire- 
iiient, but until expended the fund remains a resource and until 
actual payment the bonds represent a true liability. If the trustee 
defaulted or the fund were dissipated in some other manner the 
bonds would not cease to stand as corporate liabilities. As long as 
the bonds are outstanding, further, the corporation must continue to 
pay interest thereon, a fact that makes it apparent that the debt has 
not been reduced by accumulation of a retirement fund. 

Refunding Operations. Particularly in the railway and utility fields, 
where a large part of the capital employed is represented continu- 
ously by long-term bonds, payment of maturing obligations is usually 
effected by refunding. The money to retire outstanding bonds, in 
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Other words, is secured by authorizing and ■issuing new securities, in 
■most cases two distinct operations are irn-olved, ■(!) raising. of funds 
,b'y new 'borrowing and (2) payment of the .matured debt. Occasion- 
ally, the holders of the old issue are given the opportunity to sub- 
scribe for the new bonds and are permitted to turn in their holdings, 
under prescribed conditions, in settlement of their siibscriptioiis. 
Refunding on a considerable scale usually requires the services of 
investment houses or other responsible third parties. 

Where refunding is undertaken prior to maturity by calling bonds 
in order to take advantage of declining interest rates a question 
arises as to the proper disposition of redemption premium and ex- 
penses, and unamortized bond issue cost. According to one view 
the excess of call price and associated expenditures over net book 
value (including unamortized issue cost) should be spread over the 
life of the new issue. Those who accept this view argue that since 
refunding before maturity -would not be carried out if the move were 
not advantageous to the borrowing corporation the book loss suffered 
should be regarded as a special financing cost properly to be absorbed 
in the future rather than as an actual loss chargeable to current or 
retained earnings. In other words, it is held that the successive bond 
issues are so closely related that the refunding issue may be regarded 
as fused with the original contract for the purpose of accounting for 
redemption premium and expenses and any unabsorbed charges 
related to such contract. This position savors of the theory that 
undepreciated values of plant assets retired prematurely (from the 
standpoint of original estimates of useful life) to make way for im- 
proved types of facilities should be capitalized as part of the cost of 
the new units, and cannot be endorsed. The fact that all the condi- 
tions attaching to the existing obligation-including call price-”must 
be carefully considered in relation to the interest rate and other 
features of the prospective issue in coming to a decision as to the 
wisdom of refunding does not justify retention on the books of any 
part of the payment to the retiring bondholders, or of the cost oi 
issuing the original bonds. And neither the conditions leading to 
payment prior to maturity nor the method of extinguishing the old 
obligation alter the amount of the new liability, or affect the interest 
charge thereon, or influence the manner of utilizing the proceeds. 
If the old contract has become an unfavorable arrangement in the 
light of changed conditions the book loss that will arise through 
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refunding has already accrued, and actual refunding merely' brings 
about a full realization of the loss and necessity for recognition. 

When to Refund., The M Co., for example, has outstanding 5% 
bonds in the par amount of $1,000,000, issued at par, callable at any 
interest date at 103 and accrued interest, and due in fifteen years. 
At this point the Company could borrow money on similar security 
at 4%. The estimated expenditures (commissions, etc.) required to 
borrow the money necessary to call the bonds outstanding for a 
period equal to the remaining life of the old contract total $20,000. 
Unamortized issue cost related to the outstanding bonds amounts to 
$20,000. With these conditions will it pay to refund? The first 
step in answering this question is to find the present value, at 4% 
(2% per half year), of the payments required if the existing contract 
is carried to maturity. The present value of $1,000,000, the maturity 
amount, due in thirty periods at a rate of 2% per period is $552,- 
070.89. The present value of the interest payments of $2,500 per 
period for thirty periods at 2% per period is $559,911.39. The total 
of these two values is $1,111,982.28. On the other hand the outlay 
required to redeem the bonds immediately-including the estimated 
cost of raising the funds involved— is only $1,050,000, and the neces- 
sary funds can be borrowed at the rate used in valuing the expendi- 
tures required in continuing the present contract to maturity. The 
difference in favor of immediate refunding is $61,982.28. The exist- 
ence of unamortized issue cost applicable to the existing bonds has 
no direct bearing on the question, but the fact that the amount of 
such cost becomes an immediate deduction for income-tax purposes 
if the bonds are called may be important. In the example the pos- 
sibility that some incidental expenditures may be required in paying 
the bonds at maturity is ignored. , 

A decision to refund in the circumstances outlined need not imply 
a long-run prediction as to the course of interest rates. If refunding 
is carried out on a 4% basis there remains the possibility that a 
further decline in rates will make a subsequent refunding desirable. 
The prevailing opinion as to future rates will have a bearing on 
the term of the new bonds. Presumably the life of the new issue will 
be not less than the unexpired life of the old contract, but it may 
of course be set at a longer period. 
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Questions 

1. What are the principal forms of long-term corporate liabilities? In what 
fields are such securities typically a prominent element in the capital structure? 

2. Outline the principal steps in issuing bonds. Give illustrative entries. 

3. How should bond discount be interpreted on the issuer*s books? Outline the 
argument against treating such discount as an asset. As a loss. 

4. “Par value is the proper expression of the true liability for accpimting pur- 
poses throughout the life of the bond.” Discuss. 

5. How should bond premium be interpreted and handled on the issuer’s books? 

6. Give illustrative entries showing how bonds should be recorded when issued 
at a discount? When issued at a premium. 

7. Contrast bond issue cost and bond discount. 

8. How should the amount received covering accrued interest to date of issue 
be recorded by the corporation? 

9. Outline the process of paying bond interest (1) where payment is made 
directly , by the corporation and (2) where payment is effected through a trustee. 
How should unclaimed interest on coupon bonds be handled? 

10. “The value of a bond is the sum of the values of two distinct elements.” 
Explain. How would you proceed to find the value of a particular bond at a given 
yield rate where a table of values for the expression (1 4* i)° is available? 

11. Outline a method of estimating the effective interest rate. 

12. With entries illustrate the interest method of accumulating discount and 
amortizing premium. Why does the periodic amount of accumulation or amor- 
tization increase t?hroughout the term of the security? 

13. Where bonds are called at a premium how should the excess of price 
over the book value of the liability be accounted for? 

14. Where bonds are acquired by the issuing company on the securities market 
at a substantial discount how should the excess of book value over the amount paid 
to bondholders be treated? Discuss. 

1 5. What is the proper interpretation of “treasury bonds”? Why are such bonds 
not valid assets? 

16. “Strictly speaking a corporation does not ‘buy’ or ‘sell’ its own bonds.” 
Explain. 

1 7. Describe the use of a sinking fund in connection with a program of debt retire- 
ment- What are some of the objections to the traditional form of accumulation? 

18. Give entries illustrating utilization of sinking fund as accumulated to acquire 
bonds by call or purchase. How should bonds acquired by the trustee and held in 
the “fund” be accounted for by the issuing corporation? Under what circum- 
stances is interest sometimes paid on such bonds? Give illustrative entries. 

19. “The balance in a sinking fund dedicated irrevocably to bond retirement 
should be reported in the balance sheet as a contra to oustanding bonds, whether it 
be composed of bonds acquired but not yet formally canceled, other securities, cash, 
or some combination of these elements.” Discuss. 

20. “In refunding operations undertaken because of prevailing low interest rates 
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the excess of call price over net book value of oustanding bonds should be treated 
as a deferred charge, amortizable over the life of the new issue.” Discuss, 

21. With an illustration indicate how to determine if refunding prior to maturity 
is desirable. What bearing does the existence of unamortized issue cost or unac- 
cumulated discount have on this question? 


XXXIX 


FINANCIAL STATEMENTS 


Types of Accounting Reports. The principal types of periodic state- 
ments prepared by accountants, as pointed out several times in 
earlier chapters, are: (1) those representing financial condition at a 
given point (the position statement); (2) those depicting the effects of 
activity or operation for a particular period (the income statement). 
(Another type of activity report, the “funds statement,'' has sufficient 
importance to deserve listing as a major statement, although not as 
yet in general use and usually regarded as an interpretive device. 
See Chapter XLI.) These statements are the essential product of 
the underlying compilations and procedures of accounting, and in 
considerable measure the ultimate significance of the work of the 
accountant depends upon the character of the statements issued— the 
degree of care and discrimination exercised in their preparation and 
presentation. 

Among the subordinate types of financial reports required from 
time to time are cash statements, sales reports, departmental operat- 
ing reports, budgetary statements, and schedules and analyses of 
various kinds designed to supplement the primary statements. In 
addition specialized statements are often issued in connection with 
reorganizations and liquidations, valuations, governmental require- 
ments (tax returns, security registration statements, reports to com- 
missions, etc.), borrowing operations, stock listing, trade association 
activities, and other special circumstances. 

The process of preparing the principal periodic statements has 
been outlined in preceding chapters, and a number of simple ex- 
amples have been presented and discussed. At this stage it is neces- 
sary to give this important subject more complete consideration. 

' ;780 
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Preparation o£ Statements— Primary Considerations. In preparing 
any type of financial statement or report the accountant should not 
be restricted to any one rigid form. Granting the general desirabil- 
ity of standard procedures and of uniform terminology and arrange- 
ment, it remains true that business conditions are too varied to make 
it expedient to adopt a single fixed structure for all cases. Titles and 
arrangement may properly vary in harmony with the nature of the 
enterprise, the form of organization, the character of the equities, 
and the special needs of the management and others interested. On 
the other hand the limits of variation should be controlled by con- 
siderations of accuracy and clarity— considerations which may in some 
measure take the form of definite standards and rules of wide ap- 
plicability. Further, within the particular business field it may be 
feasible to bring about a marked degree of standardization. The 
statements of steam railway companies, for example, conform in 
general to the requirements of presentation as prescribed by the In- 
terstate Commerce Commission. Aside from governmental pressure 
the more important influences tending toward standardization in 
particular lines are the activities of trade associations and the efforts 
of professional accountants. The development of standard practice 
should be endorsed rather than deplored provided the procedures 
and rules adopted are truly suited to the conditions in the particular 
field, are not unduly inflexible, and are not employed in situations 
to 'which they are not applicable. 

The importance of clarity in financial statements as opposed to 
mere technical form should be emphasized. In the underlying 
processes of accounting technical devices and precise systems of pro- 
cedure are of marked importance, and are properly stressed by the 
accountant, but in the presentation of reports, designed to give 
information to managers and owners which will assist them in the 
effective administration of their enterprise, the primary criterion of 
excellence is usefulness and this depends particularly upon read- 
ability. It is essential, therefore, that the captions and titles used in 
statements be full and clear, and that the arrangement followed pro- 
mote intelligibility even if at some sacrifice of traditional form. It 
must be remembered that financial statements are not an end in 
themselves, and that statements which cannot be understood, to say 
nothing of those which are definitely misleading, are worse than 
uselessc 
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Position Statement— General Nature and Use. The position state- 
ment displays the underlying classifications of accounting, the assets 
and equities of the enterprise. In balance-sheet form it may be con- 
ceived, as explained earlier, as the framework of the double-entry 
system, the master account of the general ledger. What is more 
important for present purposes, the position statement represents 
the financial status of the enterprise, in so far as this may be disclosed 
by the accounts, at a particular moment of time, usually the close of 
the regular fiscal or accounting period. 

Although drawn from the ledger balances at the close of the period, 
after the process of adjustment is complete, the position statement, 
it is important to remember, is not a mere compilation of debit and 
credit balances. It is a financial report, designed to give information 
to interested parties, and must accordingly be presented in the form 
most suited to this purpose. The captions used, for example, need 
not— in fact should not— conform precisely to the titles of ledger 
accounts. For statement purposes ledger balances may be combined 
in various ways under headings not necessarily conforming to titles. 
In condensed published statements, indeed, few if any individual 
items appearing in the report will correspond to particular account 
balances. 

In general the position statement is the most wddeiy used and 
highly developed form of financial report. For virtually all large 
enterprises, and for a great majority of the smaller concerns, some 
form of systematic exhibit of financial condition is regularly pre- 
pared by the accountant. In the published reports of corporations 
the position statement is usually more prominently displayed than 
other reports and is often given more emphasis in the accompanying 
comments and discussion. In the banking field, to mention an ex- 
treme case, the statements regularly or irregularly issued to the public 
are generally confined to the position statement with no disclosure 
of periodic income data. 

The position statement is of special value to owners or stockhold- 
ers, to the creditors, and to officers and general managers. It is this 
statement that shows the status of each equity in the enterprise, and 
this statement, accordingly, is of marked significance to those who 
have committed capital to the undertaking or are contemplating 
making such commitment. The periodic statement of assets and 
equities, in particular, throws some light upon the question of 
solvency, and the relative positions of the various interests as to 
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security. With respect to the single position report this is especially 
true in the case of short-term creditors. The bank that is making a 
sixty-day loan to an enterprise, for example, is interested above all 
ill the probable cash position of the debtor at the date of payment, 
and the comparison of liquid assets and current liabilities which is 
afforded by the well-arranged position statement— coupled with ap- 
propriate budgetary data— is significant in this connection. For the 
purposes of owners and other long-term investors, it is of course 
desirable that a series of statements in chronological order be avail- 
able, as by such means trends as well as immediate financial relation- 
ships may be recognized. 

The statement of assets and equities, a bird's-eye picture of the 
position of the enterprise, is useful to the general management, espe- 
cially the officials in charge of finances. The current section of the 
report summarizes the working capital situation, a knowledge of 
which is essential to the scheduling of expenditures for operating 
purposes, including interest and taxes, and to proper consideration 
of the question of dividends. The essential relationships implicit in 
this statement, moreover, must be considered in connection with 
programs of expansion and methods of raising additional capital; 
the character of the securities to be issued in raising additional long- 
term funds obviously cannot be determined without reference to the 
existing distribution of equities. However, it must be admitted that 
the position statement, especially where highly condensed, is not 
of great importance as an immediate basis for managerial decisions 
on the part of the heads of production departments, or of broad 
functional divisions such as represented by purchasing, distribution, 
and engineering activities. In the detailed work of administration 
it is the more specialized schedules, analyses, and reports, prepared 
to throw light on particular matters, that must be depended upon 
by the responsible parties. 

Limitations of Position Statement. Notwithstanding its great im- 
portance the position statement has limitations that should be 
clearly recognized. In the first place may be noted a general tech- 
nical difficulty. The work of determining and pricing inventories 
and of making the other necessary analyses and adjustments at the 
close of the period, particularly in the case of large enterprises, is 
likely to consume several days or even weeks, and is fraught with 
many complications. The position statement, accordingly, is usually 
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prepared some time after the close of the period “as of the given 
date, and the precision of the “cut-off,” in the face of a continuous 
stream of transactions and processes, is limited by considerations of 
expediency. 

More serious is the fact that the “values” attached to some of the 
important items on the asset side are dependent in marked degree 
upon conventional procedures and assumptions. This is particu- 
iariy true of plant assets. Funds invested in specialized plant are 
more or less irrevocably committed to operations and often have 
little independent realizable value. The values of such factors as 
shown in the statement should therefore be viewed primarily as 
charges reasonably applicable to future activities rather than as avail- 
able money resources. On the assumption that the enterprise will 
continue to operate as planned, and that revenues as they appear 
will be sufficient to validate the commitments already made, it is 
proper to treat the unabsorbed costs of plant units, in existence and 
functioning, as true assets for statement purposes. At the same time 
it must be borne in mind, in presenting and interpreting the position 
statement, that there is a real distinction, particularly with respect 
to the question of immediate liquidity and solvency, between bank 
balances, marketable securities, and other assets representing current 
funds, on the one hand, and units of specialized plant, technical pro- 
duction factors, on the other. Failure to recognize this point clearly 
is at the root of much misunderstanding and contention with respect 
to methods of preparing the position statement and the significance 
of this type of report. 

The ordinary position statement has another weakness, again par- 
ticulariy in the area of the fixed assets, in that changes in values re- 
sulting from specific or general price movements are seldom recorded 
regularly in the accounts. This is especially true of upward move- 
ments. Land owned, for example, is subject to marked changes in 
value but such changes are usually not given accounting recognition 
except in special circumstances. Similarly, replacement costs of 
buildings and equipment may increase or decrease over a period of 
years but conventional accounting procedure tends to neglect recog- 
nition of these changes (or, at any rate, of the increases) unless and 
until an adjustment is forced by the very magnitude of the change or 
by some special event such as the advent of new managerial or own- 
ership interests. 

Further, there are many factors which have an important bearing 
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upon both the immediate and long-run financial standing of an en- 
terprise that are not represented in the position statement, however 
well prepared. The general character of the management, the loy- 
alty and efficiency of the rank and file of the staff, the credit standing 
of the organization, the reputation and prestige of the concern with 
the consuming public, the possibilities of expanding output, and 
other imponderable conditions and circumstances, are often of the 
utmost importance in determining the true condition and value of 
a business. Such factors, however, cannot be readily measured in 
dollars and cents and hence no attempt is ordinarily made to account 
for them in the ledger or to set up estimates therefor in the regular 
reports. In fact the measurement of the going value of the enter- 
prise as a whole, in the light of ail its conditions and prospects, is a 
problem of extreme complexity, and is seldom undertaken system- 
atically except for the purpose of establishing a price in connection 
with a transfer of ownership, determination of a rate base (in the 
utility field), or in some other special situation. 

It may be noted, finally, that contingent liabilities and assets are 
seldom presented explicitly in the statement, although accountants 
commonly support the practice of calling attention to contingencies 
in all cases in which there is any definite basis of measurement avail- 
able and in which the prospect that the contingency may become an 
effective liability or asset is more than a mere possibility. 

Classification of Assets. From a legal standpoint the property of the 
business enterprise, like that of the individual, may be classified into 
two main groups, realty and personalty. By realty is meant land and 
natural resources and all more or less permanent and immovable 
structures attaching thereto. Personalty includes all property other 
than realty-cash, receivables, commodities, securities, and so on. 
This basis of classification, however, has little significance for the 
accountant, either in connection with the underlying accounts or the 
financial reports. Likewise the tangible-intangible line of cleavage, 
although important in certain connections, is not helpful as a funda- 
mental basis of classification* In general the most useful starting 
point, both for ledger arrangement and for statement presentation, 
is the current-fixed basis of division, a basis which has been referred 
to and employed from time to time in the preceding pages. 

The principal tests or methods which may be applied in distin- 
guishing fixed and current assets are: (1) degree of liquidity; (2) 
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normal term or length of life; (3) rate of transfer to expense or loss; 
( 4 ) technical character or method of use; (5) nature of biisiiiess and 
intent of management. These are not entirely independent criteria 
but each has some significance in itself. By liquidity is meant ease 
or speed of conversion into money or purchasing power without 
serious impairment of value. Thus a bank account is extremely 
liquid, whereas a building or a unit of equipment is commonly a 
highly non-liquid asset. The second test I'efers to length of life, re- 
gardless of other conditions. A thirty-day account receivable is a 
current asset; a mortgage bond owned, due in ten years, is a fixed 
asset. (If the bond is highly marketable it might be rated a current 
asset on that account.) There is some doubt as to where the line 
should be drawn on a time basis, but it is generally agreed that to be 
treated as current an item should expire or mature in less than two 
years, as the outside limit. The third and fourth criteria are closely 
related and apply only to assets consumed in production. Thus a 
building passes slowly into operating expense whereas a particular 
stock of supplies or merchandise usually is held for a comparatively 
short period. Further, as pointed out earlier, a building or piece of 
equipment is never consumed physically as are raw materials and 
supplies. A building is used in its entirety to give off a series of 
similar services throughout its effective life; a pile of coal, on the 
other hand, is consumed in definite physical installments. The na- 
ture of the business and the purpose of the management may also 
have a bearing. Land in the hands of a real estate firm, for example, 
may be in effect merchandise and hence a current asset, whereas land 
used as a site for a building is clearly a fixed asset. Likewise a market- 
able security, held in a sinking fund, under restrictions, may be a 
fixed asset, while the same security held as reserve working capital 
may be view^ed as a current asset. It is not always easy to label the 
particular asset as either fixed or current; in practice many doubtful 
and debatable cases are encountered. 

There are five main classes of current assets; (1) cash; (2) temporary 
investments, readily realizable; (3) short-term receivables; (4) inven- 
tories; (5) current prepayments. Marketable securities and call loans 
are usually deemed to constitute current assets unless held for some 
special purpose, as already noted. The third subdivision covers 
ordinary accounts, notes, drafts and all other recognizable short- 
term claims to money or the equivalent. The fourth class is obvi- 
ously broad and may include such items as office, store, factory, and 
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shipping supplies (often listed as prepayments or deferred charges) 
as well as all kinds of materials, work in process, and salable mer- 
chandise. In some instances inventory items are very slow moving 
and may, not improperly, be excluded from current assets. Prepay- 
ments include imexpired insurance premiums, prepaid rent, prepaid 
royalties, advances on orders, and similar items. In some cases valid 
current assets of this class, together with a miscellany of ‘‘unadjusted 
debits,” discounts on securities, and organization and development 
costs, are exhibited under the caption “deferred charges.” This is 
objectionable practice. 

Fixed assets, in the broadest sense, may likewise be divided into 
five groups: (1) non-current investments; (2) land and other natural 
resources; (3) buildings and other structures; (4) equipment of all 
types; (5) intangibles. The first group includes holdings of securities 
of affiliated companies, sinking funds, surrender values of life in- 
surance, and all other non-current receivables and claims. The 
second group has two main subdivisions, land used as building sites 
and for right-of-way purposes, and wasting natural resources. The 
third and fourth groups, the depreciable plant assets, are closely 
allied and may without impropriety be combined for the purpose of 
presentation in condensed statements. These groups cover a great 
range of kinds of property, as explained earlier. By intangible assets 
are meant the values (under conditions where they may be appro- 
priately recognized) of such assets as patents, trademarks, trade 
names, copyrights, brands, franchises, and secret processes, as well as 
the goodwill inhering in established connections. Organization costs 
and development charges, properly capitalized, should perhaps be 
treated as a sixth class of fixed assets; they have both tangible and 
intangible aspects. 

Presentation of Assets. Following is an outline of rules and recom- 
mendations relating to the preparation of the asset side of the posi- 
tion statement. 

1. Order should run from most highly current or realizable items to most fixed 
and unrealizable. The use of the general headings “current” and “fixed” is 
desirable in some cases but in many situations the breakdown of the non-current 
group in particular into two or three main divisions, with appropriate captions, is 
to be recommended. 

2. Under current assets a subtotal of cash, current marketable securities, and---- 
possibly — of first-class receivables may well be displayed. A total of all current 
assets should also be shown. Market values as well as costs of marketable securities 
should generally be reported (one of the measures being shown parenthetically). 
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Ail marketable securities held, including tax notes, should be included in assets; 
reporting as deductions from related liabilities is undesirable. Similarly other 
receivables should not as a rule be canceled against payables. It is not necessary 
to show balances in particular banks separately and in condensed statements cash 
on hand may be combined with cash in bank. Gash in closed banks or otherwise 
restricted should be excluded from current assets proper. Long-term receivables 
should also be excluded. Special receivables, such as loans to officers and employees 
and balances due on stock subscriptions (if included in assets), should be segregated 
from ordinary accounts and notes. 

3. Allowances for bad debts and other offsets to receivables should be shown as 
deductions from gross values, net balances being extended. A satisfactory variation 
is the parenthetic display of gross book value and amount of allowance. This rule 
conforms to the view that if the reader of the statement is aware of the amount of 
the offset established he has a better basis for judgment. 

4. The basis of valuation of inventories and supplies should be clearly stated 
in an accompanying explanation if not on the face of the report. In condensed 
statements segregation of the main classes of inventories — materials and supplies, 
work in process, and finished stock and merchandise — is not essential. Where, 
however, damaged or obsolete goods are included, or other special conditions 
obtain, and the amount involved is relatively large, the separate showing of the 
special item, with clear explanation, is recommended. In the case of standard 
goods with realizable market values that are readily determinable a parenthetic 
showing of such values — where cost is the main accounting basis — is desirable. 
Where the accounts have been adjusted to market values the amount of cost (or 
the amount of the adjustment) may well be shown parenthetically. A supporting 
schedule is often helpful. 

5. Sinking funds, especially where trusteed and restricted, should appear as an 
independent heading, between the current assets and the plant assets proper, as 
the inclusion of such accounts with plant or other fixed assets is likely to be confusing. 
Such funds should never include the securities of the reporting company. That is, 
neither the stocks nor other securities of the issuing company, held by the trustee as 
a technical feature of the procedure of operating the fund, are true assets. It is 
also improper to show sinking funds dedicated to the retirement of outstanding 
liabilities, and composed of cash or securities other than those of the reporting com- 
pany, as a contra to the amount of such outstanding liabilities. 

6. Investments in affiliated companies, and other non-current securities and 
receivables, should be shown under a special heading following the current assets 
Basis of valuation should be clearly indicated. The company’s own issues, in the 
“treasury” or otherwise not outstanding, should not be included. A supporting 
schedule, with appropriate reference thereto in the main statement, may be needed. 

7. Under the subhead “plant assets,” or similar caption, land and other non- 
depreciable items should be segregated and depreciation accrued should be shown 
as applying only to the depreciable assets. This rule, often ignored, is important; 
where non-depreciable and depreciable assets are shown combined in a single 
figure, with accrued depreciation treated as a contra to the total, the reader is left 
with little basis for forming an intelligent general opinion. The same rule should 
be observed in displaying assets subject to depletion. The depreciation allowances 
to date should be displayed; the presentation of net book balances only, with no 
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ciue as to the extent of depreciation recognized, is objectionable. However, in 
the case of depletible assets it is sufficient to show the depleted balance of the 
property. 

8. Where revaluations of fixed assets are introduced into the accounts there are 
two main procedures that may be followed and corresponding forms of presentation 
in the statements. Under one approach the gross adjustment of plant, the corre- 
sponding adjustment of accrued depreciation, and the resulting effect upon the 
stockholders* equity, are shown in supplementary accounts, and ^s the recorded 
value of the asset affected — in the case of depreciable elements — is transferred to 
expense the suspense account showing the equity adjustment is likewise transferred 
to the income reckoning, with the final result that earnings retained are accounted 
for without being affected by the revaluation. Under an alternative procedure 
(the quasireorganization approach) the estimated present values of the assets are 
substituted for the previous book figures, with the net difference shown as a per- 
manent adjustment of stockholders* capital. Whichever procedure is followed 
there should be clear-cut and complete disclosure in the statements, or in accom- 
panying explanations. If values of assets have changed materially, but it is decided 
not to adjust the accounts, it is desirable that the new conditions be indicated in 
statement notes or accompanying explanations. 

9, Organization costs and development charges, if of substantial amount, should 
be shown under a distinct heading, immediately following the plant assets. The 
use of a supporting schedule is often desirable. 

10. Intangible assets should be shown separately, usually as a final item on the 
asset side. The amount of accrued amortization, if any, should be reported. The 
basis of valuation should be indicated and in some cases supporting comments 
covering the origin and composition of the amount shown are needed. 

Presentation of Equity Side. Following is an outline of points to be 
observed in the presentation of equities. 

1 . Current liabilities should come first (assuming that current assets appear 
first on the asset side), and a subtotal should be shown. A condensed showing is 
usually adequate, but accrued liabilities, such as interest, are often distinguished 
from ordinary accounts and notes. All estimated “reserves’* for tax liabilities and 
other reasonably definite obligations, current in nature, should be included. Even 
in the case of such accounts as reserves for workmen’s compensation, injuries and 
damages, maintenance guaranties, etc., in which estimate plays a large part, inclu- 
sion in current liabilities is proper provided the account can be interpreted as a 
reasonable statement of the amount payable, in a period of one year or less, as a 
result of claims, etc. that have already been established or may be said to be accrued. 

2. The fixed or long-term liabilities— notes, bonds, mortgages, etc. — should fol- 
low the current section. Great detail is not required for most purposes. Such 
obligations to the extent maturing within a year or less, are sometimes treated as 
current liabilities, but in cases where the liability is to be refunded or where the 
resources to meet the obligation have not yet been accumulated in current assets 
this presentation is likely to be more misleading than helpful in the interpretation 
of working capital. An alternative treatment is emphasis on approaching maturity 
dates on the face of the statement or in accompanying footnotes. Bonds and notes 


790 


ESSEHTiAlS OF ACCOUNTING 


IB treasury or in special funds should be treated as contra liability items rather than 
as assets, the net amount outstanding being extended. True discount, the difference 
between the sum paid or invested by the party to whom the security is first effectively 
issued and the amount due and payable at maturity date, should likewise be treated 
as a contra to maturity or face value, to show the actual equitable amount of the 
obligation at date of issue, and in statements at subsequent dates the unaccumulated 
portion of the discount should be similarly handled. This requirement is met by 
few if any financial statements as now prepared. Unamortized premium should 
similarly be shown as a part of the total effective liability on the date of the state- 
ment. 

3. A total of all liabilities, both current and long term, should be clearly shown 
on the face, of the statement. Only in a minority of cases is this simple requirement 
met by present-day published statements. 

4. In occasional cases “reserves” are of such an indeterminate character as 
scarcely to justify inclusion in liabilities, or interpretation as an element in the stock 
equity. Where these instances arise it may be necessary to present the balance 
involved in an intermediate position following the liabilities proper. Wherever 
possible, however, such accounts should be interpreted definitely in the light of 
their dominant characteristics as contra assets, liabilities, or earnings retained and 
should be reported accordingly. 

5. Liabilities which are purely contingent-possible claims, in other words, 
which may become effective under certain unfavorable circumstances that have not 
yet materialized- — can hardly be given definite recognition in the position statement 
except in the form of references to accompanying explanations and notes. Such 
liabilities do not constitute effective equities at the date of the statement. 

6. In consolidated reports the equity of minority stockholders in the subsidiary, 
companies should be set up under a special head preceding the equity of the parent 
or dominant company. See section on consolidated reports later in this chapter. 

7. The stock equity should be prominently displayed under the heading “stock- 
holders’ equity,” or other appropriate caption. Under no circumstances should 
“treasury” shares be reported as assets. Holding the amount paid to retiring stock- 
holders temporarily in a suspense account, and reporting such account as a contra 
to the stock equity, is not seriously objectionable (if it does not result in misinterpre- 
tation of subsequent transactions) but the sound procedure is that which treats 
treasury shares like unissued stock. It is advisable to give the number of shares 
authorized and number of shares issued — ^with other pertinent details— on the 
financial statement or in accompanying notes. Discounts on par- value stocks 
should be shown as contras to nominal values. Where practicable a distinction 
should be drawn between legal discount, callable by assessment, and other offsets. 

In the case of unincorporated enterprises the equity accounts of partners or 
other owners take the place of the capital and earnings retained of the corporation, 

8. Premium on par-value stock or excess of amount paid in over stated value in 
the case of no-par stock should be combined with the nominal value of the stock 
in a subtotal under equity of stockholders, as this facilitates drawing a distinction 
between the amount invested by stockholders and earnings retained. Under the 
subhead “retained earnings” a division between appropriated or restricted earnings 
and the unappropriated balance is desirable. 

9. Increase of the stock equity resulting from revaluation of plant or other assets 
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should be displayed under a special heading. Subsequent treatment of this item 
will depend upon which of the two major procedures for dealing with revaluation 
are adopted. 

10. Where preference capital stock is outstanding the amount thereof should be 
displayed as a first subdivision of the general stock equity section. In such circum- 
stances a separate total of the equity of common stockholders should be determined 
and clearly displayed on the face of the statement. In the absence of special con- 
ditions earnings retained are considered to be a part of the common stock equity. 

Model Condensed Position Statement. In addition to the above 
recommendations as to presentation of assets and equities, attention 
should be called to a number of matters relating to the general form 
of the position statement. 

1. Title should include recognized name of enterprise (precise legal name in case 
of corporation), general caption, and effective date. Special care should be taken 
to draw a clear distinction between consolidated statements and those corresponding 
to legal entities. 

2. Presentation of assets and equities on left and right facing pages is the most 
common form in printed statements, and is satisfactory provided adequate provision 
is made for contra accounts, subordinate captions, and subtotals. A minor varia- 
tion consists of a presentation of assets following the main title on one or more pages 
or sheets followed by the equity side similarly exhibited. 

3. Adequately descriptive titles, with references to any supporting schedules and 
explanations, should be employed. 

4. Full comments and qualifying explanations should appear in body of state- 
ment, in footnotes, or in supplementary discussion. Where the discussion is ex- 
tended, however, it is common to view such material as a distinct type of reporting 
rather than as a part of the formal statement. 

On the two following pages is an outline of a condensed form of 
position statement conforming to the recommendations which have 
been given above. 

Providing for the effects of an appraisal is for the purpose of show- 
ing a proper method of reporting the adjustments if they are made 
and should not be construed as a recommendation that the statement 
be regularly placed on an appraisal basis. In the presentation shown 
it is assumed that the results of revaluation are being handled as 
supplementary, adjustment data. If present values were substituted 
for dollar cost figures (the quasireorganization approach) a more con- 
densed treatment, with proper accompanying explanation, would 
be appropriate. In this outline example it is assumed that the pre- 
ferred stock has no equity in retained earnings. 

The use of parenthetic details and references to supporting data 
is indicated at a number of points. The suggestions given are not 
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PRODUCT 

Position 

December 


Current: 

Cash on Hand and in Banks xxx 

Marketable Securities (basis of valuation indicated) . xxx xxx 

Accounts and Notes Receivable xxx 

Less — Allowance for Uncollectibles (and other ad- 
justments) . xxx xxx 

Inventories of Materials and Supplies, Work in Pro- 
cess, and Finished Goods (basis of valuation indi- 
cated) xxx 

Prepayments (unexpired insurance, prepaid rent, sal- 
ary advances, etc.) . xxx 

Total Current Assets xxx 

Investments in Affiliated Companies (basis of valuation) xxx 

Plant: 

Land — Cost xxx 

Land — Adjustment to Present Value xxx xxx 

Buildings and Equipment — Cost xxx 

Less — Allowance for Depreciation xxx xxx 

Buildings and Equipment — Adjustment to Replace- 
ment Cost (reference to explanatory note) . . , xxx 

Less — Accrued Depreciation Adjustment (reference 

to explanatory note) xxx xxx xxx 

Total Plant Assets xxx 

Organization Costs (reference to supporting data) . . xxx 

Patents — Cost xxx 

Less — Estimated Accrued Amortization .... xxx xxx 

xxx 


exhaustive and are offered primarily for the purpose of calling at- 
tention to the need for adequate headings and for accompanying 
explanations of items that are especially subject to misinterpretation 
or that cannot be conveniently described on the face of the statement. 
The use of specific headings for the totals of current assets, current 
liabilities, etc. is not imperative where the nature of these figures is 
clearly indicated by the group captions. 

The form employed must of course be varied to suit the circum- 
stances of each situation. The line of business involved, the form of 
organization, the type of capital structure, the basis of plant valua- 
tion— these and many other matters have a decided effect upon the 
headings used and the arrangements followed. An important con- 
sideration, affecting especially the degree of condensation, is the 
principal purpose to be served by the report, the nature of the audi- 
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COMPANY 
Statement 
31, 19— 

Equities 

Current Liabilities: 


Accounts and Notes Payable . . . . . . . xxx 

Payrolls, Taxes, Interest (and other accruals). . . xxx 

Dividends Payable xxx 

Advances by Customers xxx 

Total Current Liabilities xxx 

Long-Term Liabilities: 

First Mortgage, 5% Bonds, 19— 

Amount Due at Maturity xxx 

Less — Unaccumulated Discount xxx xxx 

Total Liabilities xxx 

Stockholders" Equity: 

Capital Stock-Preferred (details) xxx 

Equity of Common Stock — 

Capital Stock — Common (details) — 

Par or Stated Value xxx 

Contributed in Excess of Par or Stated Value . xxx xxx 
P.etained Earnings — 

Appropriated (details or reference to schedules) . xxx 
Unappropriated (reference to related income 

statement) xxx xxx 

Total Equity of Common Stock on Cost Basis . xxx 

Adjustment Resulting from Revaluation . . . xxx 

Total Equity of Common Stock on Adjusted Basis. xxx 

Total Equity of Stockholders (including valuation 

adjustment) xxx 

xxx 


ence to be reached. For the use of the general management, actual 
or prospective investors, and other interests not concerned with de- 
tails, a clearly stated condensed statement is usually most helpful. 
For certain internal administrative purposes, on the other hand, a 
more extended statement may be needed. In many cases, as noted 
earlier, the needs of particular officials and departments can be bet- 
ter met through the preparation of special detailed reports and 
schedules than through the extension of the major statements. 

Alternative Model Form of Position Statement. In recent years, in 
the search for more helpful and understandable forms of financial 
statements, quite a number of corporations have abandoned the 
balanced form in favor of a nontechnical arrangement following the 
assets-minus-liabilities-equals-proprietary-equity scheme referred to 
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and illustrated in earlier chapters. Following is an outline example 
adapted from a published statement: 

M Company 


Financial Position 
December 31, 19 — 

Current Assets: 

Stated at realizable values — 

Gash XXX 

United States Notes xxx 

Receivables (less estimated bad debts) xxx 

xxx 

Stated on basis of cost — 

Inventories xxx 

Current Prepayments xxx xxx 

Current Liabilities: 

Payables . . xxx 

Federal Tax Liability .... xxx xxx 

Net Current Assets xxx 

Land (at cost) xxx 

Buildings and Equipment (costs not allocated to operations) . . xxx 

Patents and Other Intangibles (stated at nominal amount) . . xxx xxx 

xxx 

Long-Term Liabilities (details) xxx 

Net Assets . . . . . . . . . . . .... . , xxx 

Derived from: 

Capital Stock . . . xxx 

Earnings Employed in Business . . xxx 

xxx 


In this example the expression “net current assets*’ represents the 
amount of working capital, and “net assets” is the total equity of 
the stockholders. The amount of accrued depreciation to date might 
well be shown parenthetically. Moreover, it would be better prac- 
tice to carry “patents and other intangibles” at cost (or other basic 
value) less amortization rather than at a nominal figure. 

This type of statement has distinct advantages of readability, and 
may well become the standard form of presentation. 

A compromise presentation used by some companies consists of a 
balanced form with the right-hand side divided into two main sec- 
tions, of equal rank, the first headed “Liabilities” and the second 
“Capital” or “Capital and Surplus.” 

Income Statement— General Nature and Use, The income state- 
ment is a systematic array of the data of revenues, revenue deduc- 
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tioiis (expenses, losses, taxes), net income, and the distribution or 
assignment of net income to creditor and proprietary investors, for a 
particular period. In its most comprehensive form it also includes 
the data of retained earnings at the beginning and end of the period. 

The income statement is the major activity report prepared by the 
accountant. It displays the results of operations, broadly defined, 
the material of outstanding interest to management and those fur- 
nishing the funds. It is the power to produce income that is the 
primary characteristic of the going business as opposed to a mere 
aggregation of assets, and the amount and rate of income are the 
most important criteria of the degree of success attending the opera- 
tion of the enterprise. Earning power is the basic factor in deter- 
mining the values of the equities of the investors. It is earnings, 
moreover, that furnish the underlying gauge of dividend possibilities. 

The single income report should not be taken too seriously. There 
is no more difficult problem of quantitative measurement and inter- 
pretation than that of determining the income of a complex business 
institution for a given period of time, especially where the period is 
short. The typical enterprise is a continuing entity, and setting up 
a definite showing of financial position at the beginning and end of 
the period means that many living fibers of activity must be cut, 
more or less artificially, that estimate and judgment must be relied 
upon at numerous points. On the other hand the amount and 
trend of income as shown by a series of such reports, carefully and 
consistently prepared, are reasonably dependable facts, of real serv- 
ice in guiding the actions of interested parties. 

Presentation of Income Statement— Outline of Rules. With respect 
to general form the following are the chief points to be emphasized 
in the preparation of the income statement: 

1 . Title should include name of enterprise, general caption, and indication of 
period covered. The year is in most cases the most important period of income 
reckoning. 

2. The “running” or report form is more satisfactory than a technical account 
form emphasizing debit and credit relationships. The older account form has been 
largely abandoned by American companies in their published reports, 

3. Adequate descriptive titles, with references to footnotes, accompanying com- 
ments, or supporting schedules, should appear in the body of the statement. Ledger 
account titles are usually unsatisfactory in this connection, 

4. Full comments and explanations should appear in footnotes or in supple- 
mentary discussion if it is not feasible to incorporate such material in body of state- 
ment. 
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With respect to specific content and arrangement the following 
suggestions and recommendations are offered: 

1 . Sales (or other major type of revenue) is the proper initial figure, and should 
never be omitted, even in condensed reports. Extensive classification of revenues, 
however, is not required in the general income statement. As a rule all gains, 
including interest and dividends earned, rental income, royalties, etc., should be 
shown as additions to sales or other major revenue classifications. 

2. Sales adjustments, such as discounts and returns, should be treated as cor- 
rections of gross revenue rather than as expenses. The regular deduction for bad 
debits may be included in sales adjustments. 

3. Intermediate ‘‘profit” balances, derived by deducting particular types of 
expenses from revenues should not be displayed in general income reports, although 
they may be of some value in departmental accounting. The word “profit” should 
never be used until ail expenses, losses, and taxes applicable to the revenues in 
question have been deducted, and “net income” is a preferable term at that poixit. 

4. Depreciation, to the extent of a reasonable charge, should always be included 
in expenses, and the fact that depreciation has been included should be made clear 
in the report. 

5. In general, expense classifications should be presented in supplementary' 
schedules; the use of a few headings should suffice for the main income statement. 

6. Expense adjustments (such as purchase discounts) should be deducted from 
gross expenses instead of being displayed as actual earnings. This point is often 
overlooked in statement practice, and in some cases serious distortion of figures is 
the result. 

7. Interest charges — compensation for creditor capital — should be treated as a 
distribution of income rather than as an expense. Otherwise the fact of the con- 
cern’s earning power as an economic entity, aside from specific capital structure, is 
obscured, and comparisons between different enterprises and between periods in 
the same enterprise tend to be improperly made. This point is especially important 
in the case of concerns having a large continuing interest-bearing indebtedness. 

8. Preferred and common dividend appropriations should be separately de- 
ducted and the income available to common stock should be emphasized. 

9. The addition to (or deduction from) earnings retained after current dividend 
appropriations should be clearly displayed. This requirement is seldom observed 
in corporate reports but nevertheless has merit. 

10. All losses and gains should be explicitly shown in the income statement, 
although in special cases these data may appear as adjustments of net income rather 
than as deductions from revenue. The policy of excluding “extraordinary” losses 
and other adjustments from the main income report opens the door to serious mis- 
representation and suppression of important information. 

Intermediate Balances in Income Statement. The rule that inter- 
mediate balances be avoided in the display o£ revenues and revenue 
deductions in the general income statement runs counter to tradi- 
tion, particularly in certain fields, and requires further support. 
The argument for this rule may be outlined as follows. In the price- 
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making process ail necessary costs of operation are on essentially the 
same leveL There is no warrant for the view that certain types of 
costs have priority or right of way over other charges, or are more 
surely recoverable than other charges. In relation to the volume of 
revenues ail costs are essentially homogeneous. Where revenues are 
insufficient to cover ail costs this does not mean that certain costs 
are recovered in full while other charges are entirely “unearned'^ 
the truth is that revenues apply proportionately to ail classes of 
ciiarges. It is quite unreasonable to assume that merchandise cost 
in the trading field, or so-called production cost in manufacturing, 
iias any peculiar virtue, in the last analysis cost of merchandise is 
primarily a bundle of service costs of various types incurred by 
agencies other than the buying concern, and the various service costs 
incurred by the merchandiser in turn are very similar in economic 
character. Likewise those costs of manufacturing for which the cost 
accountant finds plausible bases for assignment to production in the 
narrow sense are no more significant in the entire process than the 
unassigned costs. 

It follows that there can be no net income, in any legitimate sense, 
until all costs have been taken into account, and to express the mat- 
ter otherwise in the income report is almost certain to lead to mis- 
understanding on the part of customers, employees, and the general 
public, and tends to be confusing to management and investors. 
Surely it is not to the interest of any enterprise to issue reports in 
which '‘profit" balances, far in excess of actual net income, are 
prominently displayed. It also follows that order of deduction of 
charges is a matter of convention and convenience, nothing more. 
Some classes of charges are of course more important quantitatively 
than others, in the particular concern, and hence may deserve empha- 
sis by position in the report, but a procedure designed to give em- 
phasis should not be carried to the point of implying degree of 
propriety or recoverability. 

it is granted that it may be desirable in many income reports to 
distinguish between cost of sales in the sense of merchandise cost or 
production cost and other types of charges (although the importance 
of this line of cleavage in condensed reports for the enterprise as a 
^vhole can easily be exaggerated). Such classification, however, does 
not require the striking of an intermediate balance, the disclosure 
of a so-called “gross profit." 

In departmental computations it may be desirable or even neces- 
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sary to strike balances before recognition of the costs common to all 
divisions and hence assignable only on an arbitrary basis. But even 
in this connection it should be borne in mind that directing atten- 
tion to departmental margins may be less useful than emphasis upon 
percentage relations of particular types of departmental costs to 
departmental sales. 

Model Condensed Income Statement. The outline form shown 
below illustrates the general application of the foregoing rules. 

M Company 


Income Statement 
For Year Ended December 31, 19 — 

Sales (or other main kind of revenue, appropriately labeled — with ref- 
erence to supporting schedule for departmental data) . . . . xxx 

Less Sales Adjustments (discounts, returns, estimated uncollectibles, 

etc.) . . . . . . . . . . . ... . . xxx xxx 

Other Revenues and Gains (interest and dividends earned, rentals, 
royalties, gains on disposition of property, etc. — with reference to 
supporting schedule where details are needed) . . . . . . xxx 

Total Revenues xxx 

Expenses (subdivided and explained as fully as desired here or in sup- 
porting schedules) . xxx 

Losses (explained as desired here or in supporting notes) .... xxx 
Taxes (principal subdivisions may be shown here or in supporting 

schedule) . . . . xxx 

Total Revenue Deductions . . . . . xxx . 

Net Income . ................ xxx 

Interest Charges . xxx 

Earmngs of Stockholders . . xxx 

Preferred Dividends . . . , ... . xxx 

Earmngs of Common Stockholders xxx 

Dividends on Common Stock . . . . . . . . . . . . xxx 

Earmngs Retained in Business. , , . . . . . , . . . xxx 

Retained Earnings Balance, January 1, 19 — . . . . , . . xxx 

Retained Earnings Balance, December 31, 19— (see position state- 
ment) . . .■ ' . , . . . . ...... . xxx 


The income statement may begin with the figure of net or ad- 
justed sales— that is, gross sales less returns, discounts, and aliow- 
ances. It is desirable, however, to report the amount of estimated 
uncollectibles. In no case should returns and ordinary discounts be 
included in expenses. Cancellation of selling costs or other expenses 
against revenues, with the difference only reported, is objectionable. 
Classification of sales in any detail is impracticable for the general 
income statement but departmental schedules are useful in internal 
accounting and may sometimes be desirable in published reports. 

''Other revenues” are often an important element in the income 
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Statement and full disclosure is desirable on the fact of the statement 
or in accompanying data. Ordinarily it is not expedient to attempt 
to segregate expenses applicable to such revenues in the main body 
of the income statement. Usually the cost or other book value of 
investments or plant assets sold is deducted from gross proceeds and 
the difference only is reported as a gain (or loss). In this event an 
accompanying explanation is desirable if the effect on net income is 
substantial. 

The division of expenses into four or five main classes of charges 
is usually adequate for the over-all income statement. As pointed 
out in an earlier chapter the classification of expense may follow de- 
partmental lines or broad areas of cost allocation (for example, 
manufacturing, administration, selling), or may emphasize the kinds 
of cost factors utilized (labor, materials and supplies, depreciation, 
taxes, and so on). In any event a separate listing of depreciation, 
depletion, and amortization of intangibles (or parenthetic indica- 
tion of the amount of such deductions) is desirable in view of the 
extent to which estimates are involved in the computation of these 
costs. Separate showing of losses and taxes is provided for in the‘ 
outline form. However, these types of deductions are combined 
with expenses to make a total of revenue deductions and intermedi- 
ate balances are thus avoided. Distinctions can be drawn between 
expenses, losses, and taxes as a matter of concepts, but the applica- 
tion of these distinctions is difficult in practice, and in the over-all 
income statement for the year they have little force in most cases. 
Expenses shade into losses and vice versa. Business operation in- 
volves many economic hazards as well as technical activity, and it is 
often impossible to draw a line between the effects of the hazards 
and the results of administration as such. In the case of taxes a com- 
mon procedure is to include in expenses all levies other than those 
on income, and certain types of taxes are generally treated as in- 
ventoriable costs. Nevertheless there is substantial merit in the sug- 
gestion that ail kinds of taxes be pulled together as one major type 
of revenue deduction, and where this is considered impracticable on 
the face of the statement the use of a supplementary schedule show- 
ing the entire tax burden is recommended. 

The model form shown is evidently designed particularly to meet 
the needs of corporate organization, and provides for recognizing 
both interest on borrowed funds and dividends on preferred stock. 
Common dividends as well as preferred are shown as deductions 
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from current earnings. This is generally desirable, although in some 
cases it may be more appropriate to show dividends as an appropria- 
tion of past earnings. The inclusion of the beginning and ending 
totals of retained earnings is desirable primarily as a means of link- 
ing together the income statement and the financial position state- 
ment. However, in view of the fact that accumulated retained 
earnings may be large in amount, and have the general significance 
of invested capital rather than reflecting funds available for distri- 
bution, there may be less danger of misleading the reader if the in- 
come statement ends with the amount of current earnings retained. 

There is considerable support in accounting circles for the view 
that extraordinary losses or gains, having little relation to operating 
activities, should be reported as direct adjustments of earnings re- 
tained rather than as revenue deductions or credits. The form 
shown does not specifically provide for this possibility and is designed 
to discourage exclusion of such items from the income reckoning. 
However, it is recognized that in exceptional circumstances a fairly 
strong case can be made for the exclusion procedure. In any event 
there should be full disclosure. 

Footnotes and Comments. Where carefully chosen titles and paren- 
thetic explanations on the face of a statement, coupled with dis- 
criminating arrangements, are insufficient to clarify particular mat- 
ters or where supplementary factors and conditions are present that 
have a bearing on the statement, it is necessary to resort to footnotes 
or accompanying comments. In published statements the use of 
qualifying and explanatory notes has been marked in recent years, in 
part as a result of the influence of the requirements of the Securities 
arid Exchange Commission, and in general this development is to be 
view^ed as desirable. It is true that where a statement is burdened 
with a lengthy list of numbered comments, without organization or 
a connecting thread of discussion, the reader may become lost and 
fail ‘‘to see the town for the houses.'' But it is also true that under 
the present complex conditions of business organization and opera- 
tion statement captions and attached amounts are often quite in- 
adequate as a basis for understanding. 

The principal occasions and reasons for the use of explanatory 
notes are as follows: (1) to explain bases of valuation; (2) to refer to 
contingencies and other matters which have a bearing but which can- 
not be conveniently displayed in the body of the statement; (3) to call 
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attention to a special change or unusual situation; (4) to amplify 
statement captions where this is needed; (5) to point out alternative 
treatments in the case of debatable situations. 

In some situations supplementary discussion should go far beyond 
the listing of various notes, and should consist of a well-knit analysis 
of the conditions reflected in the statement proper. Such an analysis, 
indeed, may be carried to the point at which it represents in itself a 
“financial statement’* of much greater significance and value than 
the conventional tabulated report. 

Supporting Schedules. A highly technical type of supporting sched- 
ule is that which displays the composition of a general-ledger balance 
in terms of the accounts appearing in the corresponding subsidiary 
ledger. These are prepared by the accountant in connection with 
periodic audits and reconciliations and usually are not presented— 
in their original form, at any rate— as exhibits accompanying pub- 
lished financiai reports. The most familiar examples associated with 
position-statement data are the schedules of accounts receivable and 
payable, and the tabulations of stores and plant ledgers. Compila- 
tions of underlying cost or “expense” ledgers are the most common 
form of supporting schedule of this character associated with the 
income statement. Another class of technical supporting schedule 
is that represented by the periodic “working papers” prepared by 
the accountant. 

In addition schedules are often prepared expressly to supplement 
published financial statements. Such schedules may be restricted to 
a bare list, in more or less detail, of the components of a particular 
figure or figures appearing in the statement, or they may represent 
something by way of special analysis and arrangement and hence de- 
serve to be rated as subordinate reports. They include summaries 
of plant additions and retirements, classification of inventories with 
special reference to bases of valuation, analyses of retained earnings, 
lists of investments, details of organization costs, computation of 
“cost of sales,” statements of securities issued or retired during a par- 
ticular period, display of revenues by principal divisions, exhibit of 
changes in working capital, and so on. 

Consolidated Statements. A combined or consolidated statement is 
designed to show the condition or affairs of two or more related 
business entities as a single enterprise. In a sense the complete re- 
ports of a single legal entity which embraces two or more distinct 
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departments or branches are “consolidated’'; it is customary, how- ! 

ever, to restrict the term to statements representing the joint picture 
of affiliated but legally distinct corporations. The term “group i 

Statement” is sometimes applied to the combined reports of associ- 
ated units where the control does not lie in any one of the units. The 
clearest case for the issue of consolidated statements is found where j 

a dominant corporation and one or more wholly owned subsidiary | 

companies are engaged in integrated activities under a common gen- i 

eral management. Where the intercompany ownership of a corpora- 5 

tion is substantially less than 100%, or where the concern is unrelated | 

to its affiliates from an operating standpoint, the need for consoli- j 

dated reports is less evident and in particular situations their use j 

may be unwise. However, the final test is expediency, and wherever j 

it can be demonstrated that parties legitimately interested will find 
consolidated reports illuminating and useful there can be no sound 
objection to their preparation and presentation, with full explana- 
tion of the conditions, even if the party or parties immediately in 
control represent less than the traditional 50-f-% of stock ownership. 

Consolidated corporate statements are useful primarily to the 
management and investors of the parent or dominant company as a 
means of displaying the composite situation in its relation to the 
outside business world. This does not mean, however, that such 
statements are a substitute for the reports of the parent company as 
such; instead they should be viewed as a supplementary device. The 
legal-entity statements of the controlling corporation should always 
accompany the combined statements where there are major differ- 
ences between the two pictures; and where no important differences 
exist (due to the relatively small size of the subsidiary or subsidiaries) 
there is little to be said for the presentation of consolidated reports. 
Moreover, consolidated statements are of slight value to the minority 
stockholders and to the creditors of the subsidiary companies, and 
hence do not in any sense supplant the regular financial statements 
of such corporations. Consolidated statements should always be 
read for what they are, which means that impressions as to earning 
power, working-capital position, capital structure, etc. gleaned from 
such reports should not be taken too seriously. 

The essential technical step in the preparation of consolidated 
statements is the elimination of all intercompany elements. With 
respect to the position statement, this means the cancellation of inter- 
company receivables and payables, long-term as well as short-term, 
and the suppression of the stock equities of subsidiaries, to the extent 
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that these equities are covered by intercompany holdings, together 
with the corresponding investment accounts. In the income state- 
ment it means the cancellation of intercompany purchases and sales, 
and all other overlapping income charges and credits, including 
dividends on intercompany stock. Among the numerous problems 
arising in this process of elimination is the measurement and treat- 
ment of the difference between the cost of subsidiary stock held 
within the affiliated group and the book value of such stock on the 
date of acquisition. Where the cost exceeds book value the differ- 
ence may be due to understatement of the cost of subsidiary assets, 
existence of unrecognized appreciation, or exceptional subsidiary 
earning power; where the difference is in the other direction the 
explanation may similarly be found in overstatement of the cost of 
subsidiary assets, inadequate depreciation accruals, unrecognized 
special losses, or lack of earning power. In the consolidated state- 
ment the reconciling figure should be clearly reported in the light of 
the conditions actually obtaining. Another important problem is 
the treatment of intercompany income (or loss) associated with assets, 
either current or fixed, that have been transferred from one affiliated 
corporation to another. According to the usual view the book value 
of such assets should be decreased (or increased) in the consolidated 
statement to the amount of cost incurred by the transferor. How- 
ever, the process of adjustment in such cases presents many technical 
difficulties and there is some opinion to the effect that disclosure of 
the fact of intercompany transfers, without adjustment, is adequate. 

The fact that for purposes of consolidated reports the effects of 
intercompany purchases and sales are eliminated has no bearing on 
the question of the validity of such transactions from the standpoint 
of the accounts of the respective companies. Transactions between 
related corporations ai'e just as significant to the companies involved, 
and have the same effects upon financial position and earnings, as 
transactions with outsiders— assuming that they are carried out on 
the basis of existing market values. It may be added that a transfer 
of services or property from one company to another, whether or not 
the concerns are closely related, on any basis other than that of pre- 
vailing market value is basically improper, as such action will pre- 
sumably produce inequitable effects upon the rights of some of the 
parties at interest and may also lead to unwise administration of 
resources. 

In some cases of affiliated companies are found the conditions of 
indirect ownership (two or more levels of subsidiaries) and mutual 
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ownership (holding of dominant company shares by subsidiary), and 
the process of preparing consolidated reports under such conditions 
may be difficult and time consuming. 

Gonsolidated Position Statement Illustrated. Although any serious 
consideration of the process of consolidating is beyond the scope of 
this book the presentation of a simple example of a consolidated 
statement of financial position may help to make more clear the pre- 
ceding comments on the nature and general significance of consoli- 
dated reports. 

M Go. owns 80% of the stock of R Co. acquired at a cash cost oi 
175,000 as of the beginning of business January 1, 1949. At that time 
the accounts of R Co. show formal capital of $100,000 and earningj^ 
retained of $5,000. During 1949 half of R Co.'s total sales of $200,000 
are to M Co. and M Co. owes R Co. $1,000 on account at the end of 
the year. On December 31 M Co.'s inventory includes merchandise 
acquired from R Co. that cost M Co. $10,000 and that cost the vendor, 
including all charges, $9,750. R Co. neither declared nor paid am 
dividends during 1949. Following are condensed data of financial 
position for the two companies on December 31, 1949, after adjust- 
ing and closing entries, with eliminations and consolidated data: 





Elimi- 

Gonsoli- 


M Go. 

R Co. 

nations 

dated 

Gash 

$ 15,000 

$ 10,000 


$ 25,000 

Receivables 

30,000 

20,000 

$ 1,000 

49,000 

Inventories . . . . . . 

Investment in R Co. Stock . 

50.000 

75.000 

30,000 

200 

75,000 

79,800 

Land . . . . . 

30,000 

20,000 

50,000 

Buildings and Equipment . 

80,000 

60,000 


140,000 

Allowance for Depreciation 
Excess of R Co. book value over 
cost of R Go. stock . 

20,000(1) 

10,000(1) 

9,000 

30,000(1; 

9,000(1; 


$260,000 

$130,000 

$85,200 

$304,800 

Accounts payable .... 

$ 30,000 
10,000 
200,000 

20,000 

$ 15,000 

O 

o 

o 

$ 44,000 

Accrued liabilities .... 
Capital stock . . . . . . 

Earnings retained . . . 

Subsidiary earnings since ac- 
quisition 

M Co. share of intercompany 
profit in inventory . . . 

5,000 

100,000 

5,000 

5,000 

80,000 

4,000 

200 

15.000 
200,000 

20,000(2^ 

20.000 
1,000(2/ 

4,000 

1,000(2) 

200(1 s 


S260,000 

$130,000 

$85,200 

$304,800 

(1 ) Deduction- (2) Minority equity. 
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In this exaiiiple the compromise procedure is followed of per- 
mitting the minority share in book value at the date M Co. acquired 
80% of R Go. stock to stand at book value, without regard to the 
price paid by M Co. for the shares acquired. An alternative, favored 
by some accountants, Tvould adjust the minority book equity of 
$21,000 to 20% of the implied total value of $93,750 (100% is worth 
$93,750 if 80% is worth $75,000), or $18,750, increasing the balanc- 
ing “excess . . accordingly. Similarly the entire intercompany 
profit attaching to M Co. inventories, $250, might be eliminated, by 
reducing the minority share of “subsidiary earnings since acquisi- 
tion” by $50. 

Following are the consolidated data in statement form: 


M Company and Subsidiary R Company 
Consolidated Position Statement 
December 31, 1949 
Asseis 


Current: 


Gash 

Receivables 

Inventories(l) 


$ 25,000 
49,000 
79,800 

$153,800 

Fixed: 

Land 

Buildings and Equipment 

Less Allowance for Depreciation .... 

‘ $1 40,000 ‘ 
30,000 

$ 50,000 

110,000 

160,000 

Excess of book value of R Go. shares at date of acquisition 
over cost of such shares to M Co 


$313,800 

9,000 




$304,800 

Equities 

Current Liabilities; 

Accounts Payable ..... 

Accrued Liabilities . . . . . . . 


$ 44,000 
15,000 

$ 59,000 

Long-Term Liabilities . , . . ... 



—0— ■ ■ 


Minority Equity in Subsidiary . . , ... . . . 22,000 

Equity of Stocfcbolders; 

Capital Stock . , . . . . . . . . . . . $200,000 

Retained Earnings (including equity in subsidiary earnings 

since acquisition of $3,800) . . 23,800 223,800 

$304,800 

* 1) After deducting majority share of intercompany profit in inventories, $200, 

As indicated earlier, the nature of the balancing “excess , . 
should be disclosed wherever the available data make this possible. 
In this presentation the minority equity is shown as a single figure 
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on the theory that the consolidated statement is of interest primarily 
to the management and stockholders of the dominant company, 
rather than to minority stockholders of subsidiaries. According to 
this view the statement of R Co, is the place to look for the details of 
the stock equity of that company. 

Specialized Statements, Situations sometimes arise which justify the 
preparation of financial statements that are hypothetical in that they 
include the results of transactions contemplated or predicted but not 
fully consummated. The most familiar case is the position statement 
designed to show to interested parties the effect of proposed new 
financing. Such a statement usually follows the regular form, but a 
special heading is required to make plain its hypothetical character. 
Another example is furnished by the forecasts of financial position 
or income prepared in statement form in connection with budgetary 
programs. Forecast statements epitomize the underlying budgets of 
sales, production, overhead costs, construction, cash, etc.; and they 
should be prepared systematically on the basis of the underlying 
compilations and estimates. A formal work sheet that includes the 
ledger condition at the beginning of the budget period and an ab- 
stract of estimated transactions for the period may be used to 
advantage. 

Cash reports, as has been indicated, are a supplementary type of 
statement, not on a level with the major accounting reports. Never- 
theless such reports are still the principal form of statement issued 
by many governmental units, quasicommercial undertakings, and 
insurance companies. 

The “statement of affairs” prepared in connection with liquida- 
tion proceedings is essentially a position report which emphasizes 
cash realizable values, the positions of the principal groups of credi- 
tors, and the excess of the amount realizable over the total of the 
obligations (or vice versa). Receivers and other court appointees 
must of course make final reports of their activities, in prescribed 
legal form. r 

Mention was made earlier of financial reports to governmental 
agencies, outstanding examples of which are income-tax returns and 
security registration statements. In general such reports follow a set 
form too specialized for other purposes. In the railway and other 
utility fields, operating under prescribed classifications of accounts. 
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specialized reports are required by the regulating authorities. In 
these fields, moreover, the forms of reports regularly issued to stock- 
holders are strongly influenced by governmental requirements. 

Special forms of financial statements are prepared for credit pur- 
poses, in reporting to trade associations, to accompany an application 
for stock listing, and in numerous other connections. 

Questions 

1 . What are the two main types of financial statements? 

2. What are the principal considerations that should control the form and 
content of financial statements? 

3. Explain the relationship between statement headings and ledger titles. Indi- 
cate the significance of the position statement to the various parties concerned. 

4. How should the “values” of the main groups of assets presented in the position 
statement be interpreted? Show that some types of factors having an important 
bearing on financial position cannot be readily disclosed in conventional statements. 

5. List five tests that may be applied in distinguishing fixed and current assets 
and illustrate the application of each. 

6. List the five main classes of current assets. Under what five heads may fixed 
assets be classified? Give specific examples of each. 

7. How should each of the following be dealt with in statement presentation: 
(1) cash in closed banks; (2) loans to officers and employees; (3) separate bank 
balances; (4) marketable securities; (5) cash on hand; (6) allowances for bad 
debts; (7) office supplies; (8) damaged goods; (9) bonds held in sinking fund; 
(10) investments in affiliated companies; (11) land; (12) cost of buildings and 
equipment; (13) appreciation of depreciable assets; (14) accrued depreciation 
based on cost; (15) organization costs; (1 6) cost of patents. 

8. Discuss the presentation of liabilities, including accruals, “reserves,” long- 
term obligations approaching maturity, bond discount and premium, and con- 
tingencies. 

9. With illustrative figures present an outline of the presentation of capital and 
retained earnings in the position statement including treatment of preferred stock, 
paid-in “surplus,” appropriated retained earnings, and adjustment from revalua- 
■tion. ■ 

1 0. What is the general character of the income statement? Which of the major 
statements, in your judgment, is the more important to the stockholder? 

11. Outline the content and arrangement of the income statement, including 
attention to question of departmentalization of sales, adjustments for discounts and 
bad debts, interest and dividends earned, depreciation, expense classification, inter- 
est charges, gains and losses, dividend declarations, and retained earnings. What 
are the three main groups of revenue deductions? 

12. Point out the objections to the striking of intermediate “profit” figures in the 
income statement. 

13- What are the principal purposes of explanatory footnotes and comments? 

14. Discuss the use of supporting schedules. 
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15. Define the “consolidated statement.” When should such statements be 
prepared? To whom are they most significant? Are consolidated reports a sub- 
stitute for legahentity reports? 

16. Outline the main features of the process of preparing consolidated statements. 

17. Give several examples of specialized financial statements. 
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Importance of Statement Analysis. In the preceding discussion of 
the content and presentation of statements the importance of mak- 
ing the data as intelligible and significant as possible was stressed, 
and the possibilities of promoting these characteristics through the 
use of adequate captions, discriminating arrangement, explanatory 
comments, and supporting schedules were suggested. In this and 
the next chapter it is necessary to explore the subject of interpreta- 
tion further. Financial statements become truly useful only as they 
are made to convey definite meanings in accord with the essential 
facts of the enterprise and thus promote a pattern of thinking on the 
part of those interested conducive to efficient, equitable adniinisti'a- 
tion. Bare figures are often of little value; they must be made to 
“speak.” It follows that the accountant can reasonably devote seri- 
ous thought and effort to the question of interpretive devices and 
methods. 

The art of analyzing the financial statistics of business enterprises 
has hardly kept pace with the improvement in underlying techniques 
and methods of compilation. For the larger enterprises at any rate 
the required basic data are commonly available in usable form, or 
jiiight be made so available without any considerable revamping of 
procedures and with no marked increase in expenditures, but the 
means of presenting and translating the data for the benefit of those 
concerned, with particular reference to stockholders and other in- 
vestors, are still neither fully developed nor generally employed. 
Public accountants often have been preoccupied with problems of 
auditing and have been somewhat slow to elaborate the traditional 
methods of reporting. Another restricting influence has been the 
tendency on the part of some managements to be reluctant to accept 
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responsibility for supplying complete information to the rank and 
file of stockholders— a tendency sometimes condoned on the ground 
that the typical investor is not interested in financial details and in 
any event is incapable of understanding the complex conditions of 
the modern enterprise. In recent years, on the other hand, there 
has been an increasing recognition of the fact that those who furnish 
the funds are entitled to full and clear reports of activity and finan- 
cial position. Many corporations are showing an active interest in 
the improvement of financial reporting, and marked progress has 
already been made. Professional organizations, financial institu- 
tions, and governmental agencies are also giving more attention to 
the problem. With the development of investment trusts and other 
forms of organized investing, moreover, there has been an increasing 
pressure from investors and their technical advisers for more com- 
plete and analytical financial data. 

Interpretive devices are perhaps even more important to the im- 
mediate management than to the stockholders and creditors. In the 
large enterprise, in particular, it is impossible for the general man- 
agement to come to grips with either the details or the essential out- 
lines of the business without the aid of a stream of analytical data. 
In this connection it may be noted that business officials sometimes 
imagine that they as '‘insiders’* are fully informed, when as a matter 
of fact their knowledge of underlying relationships and financial 
movements is by no means clear and complete. 

Statement of Working Capital. The supplementary statement or 
analysis of working capital is sufficiently important to deserve classi- 
fication as an analytical device. In its simplest form this statement 
consists of a comparison of current assets and current liabilities, with 
the difference displayed as working capital (or working deficiency). 
Following is an illustration taken from a published report: 



3/31/49 

3 

/31/48 

Cash in banks and on hand .... 

.... 1 962,615 

1 

161,851 

Marketable securities 



300,000 

Accounts receivable (net) 

.... 1,105,431 


675,207 

Inventories 

.... 969,696 


826,413 

Other current assets . . . . . 

.... 44,961 


27,088 

Total current assets . . . 

.... 13,082,703 


,990,559 

Total current liabilities ..... 

. . „ . 1,559,499 


914,192 

Working capital 

$1,523,204 

:::$1 

,076,367 
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The composition of gross working capital may be emphasized by 
indicating the percentage each class of current asset is to the total of 
current assets. The statement may also include a computation of 
excess '‘quick” or highly-liquid assets over total current liabilities. 
The hypothetical example on this page includes these features. 

The upper section of the ordinary position statement, arranged in 
account form and with items running from current to fixed, repre- 
sents a form of statement of working capital. It is the “current- 
account” balance sheet as opposed to the “capital-account” balance 
sheet. In this connection there is something to be said for a revival 
and extension of the old practice of presenting the position statement 


M Company 

Statement of Working Capital 
December 31, 1949 


Liquid Assets: 

Cash on Hand and in Banks ...... 

Marketable Securities (at current market prices) . 

$ 50,000 
100,000 

%■ 

16.67 

33.33 

Current Liabilities: 

Accounts and Notes Payable $30,000 

Payrolls 5,000 

Interest, Taxes, and Other Accruals .... 15,000 

$150,000 

50,000 


Excess of Liquid Assets 

$100,000 


Other Current Assets: 

Accounts and Notes of Customers $75,000 

Less Allowances for Bad Debts and Other Ad- 
justments 5,000 

70,000 

23.33 

Inventories (valued at cost) 

Current Prepayments (unexpired costs) . 

75,000 

5,000 

25.00 

1.67 

Working Capital . 

$250,000 


Total Current Assets ....... 

$300,000 

100.00 


in two connected parts, with the net working capital of the current 
section being used to balance the capital section. At any rate it is 
important that readers of financial reports realize that the position 
statement includes the data of two very distinct types of resources: 
(1) those representing actual purchasing power or which can or will 
shortly be converted into money; (2) long-term commitments in land, 
buildings, and other facilities of production. Much of the contro- 
versy and misunderstanding with respect to the significance of the 
position statement grows out of a failure to realize that it is virtually 
a double-purpose type of report. 
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Coniparative Statements. In the presentation of the financial statis- 
tics of the enterprise the use of the comparative statement is becom- 
ing increasingly common. Such statements consist essentially of 
columnar exhibits of the data for two or more successive periods ar- 
ranged to facilitate comparison of congruous items. A feature of 
many '‘two-period’* reports is the display of differences—increases and 
decreases. 

The extent and direction of the changes may be emphasized by 
determining and displaying the percentage which each element is 
of the corresponding figure for the base period (usually the first of 
the two or more periods under consideration). In a two-year com- 
parative position statement, for example, if the amount of cash at 
the end of the earlier year is |50,000, and the cash balance a year 
later totals |60,000, the index number or percentage for the second 
year is 120. Another method of indicating changes is by showing 
the comparative data attaching to particular headings as percentages 
of some general base. For example, if amounts of sales in a given 
concern for 1949 and 1950 are |500,000 and $600,000, respectively, 
and the figures for selling expenses for the two years are $50,000 and 
$54,000, respectively, the comparative percentages (selling expense to 
sales) are 10 and 9. 

The special importance of the comparative statement lies in the 
fact that dianges are often more significant than the underlying 
amounts, especially where the changes are of such a character as to 
represent tendencies or trends. The accountant must make use of 
estimates, judgments, valuations, in various connections, and con- 
sequently many of the figures presented in his reports have a limited 
quantitative validity. This is particularly true of the values attached 
to specialized plant assets and the charges to operation representing 
estimated expiration of such values. Granting, however, that the 
practices followed are reasonably sound and are consistent from year 
to year, the trends of primary financial elements and relationships 
may represent dependable evidences of financial processes and 
conditions. 

Cumulative and Average Statements. The fluctuations in revenues, 
expenses, and earnings shown by the short-period income report are 
often very sharp and the desire on the part of business managements 
to minimize these movements and show a greater stability of earning 
power has sometimes led to the use of such questionable practices, 
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for example, as the arbitrary expansion and contraction of deprecia- 
tion charges or varying procedures in computing cost of sales and 
inventories. What is needed in this connection, however, is not an 
artificial stabilizing of results as shown by reports for particular 
periods of a year or less, but a more complete recognition of the 
limitations of short-run statements and further development and use 
of long-period, cumulative reports and reports showing average re- 
sults. That is, an illuminating supplement to accompany the in- 
come statement for the particular period, or one exhibiting the data 
for several consecutive periods, is a statement showing the combined 
figures for the past thi'ee to five years, together with a schedule of 
averages. The assumed example shown on this page suggests the 
character of this type of report. 

Monthly tabulations of income data, particularly in connection 
with internal administration, often provide for comparison of cur- 

M Company 

Condensed Comparative Income Statement 
Years Ended December 31, 1948, 1949, 1950 
(With cumulative and average figures) 




1948 


1949 


1950 

Cumulative 

Average 

Net Sales . 

%7.. 

,500,000 

$6: 

,000,000 

110,500,000 

$24,000,000 

$ 8 : 

,000,000 

Other Income . 


300,000 


100,000 


200,000 

600,000 


200,000 

Total Revenues 


,800,000 

U: 

,100,000 

$10,700,000 

$24,600,000 

F 

,200,000 

Expenses 


,000,000 

is 

,200,000 

$ 

8,600,000 

$19,800,000 

F 

,600,000 

Losses . 


100,000 


300,000 


200,000 

600,000 


200,000 

Taxes 


500,000 


160,000 


600,000 

1,260,000 


420,000 

Total Revenue 










Deductions . 

'|6 

,600,000 

$5 

,660,000 

1 

9,400,000 

$21,660,000 

$7 

,220,000 

Net Income 


,200,000 

F 

440,000 

$ 

1,300,000 

$ 2,940,000 

■F 

980,000 

Interest Charges 


200,000 


140,000 


200,000 

540,000 


180,000 

Earnings of 










Stockholders . 

u 

,000,000 

1 

300,000 

$ 

1,100,000 

$ 2,400,000 

t: 

800,000 

Dividends . 


800,000 


500,000 


800,000 

2,100,000 


700,000 


Earnings Re- 
tained . . $ 200,000 $ 200,000* $ 300,000 $ 300,000 $ 100,000 


* Negative. 

rent month with corresponding month of preceding fiscal year, and 
cumulative figures for current ‘*year to date” with corresponding 
totals of preceding year. 

In some circumstances special reports covering the entire history 
of the enterprise from date of organization are useful. Such a re- 
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port may show totals for all the principal elements of the income 
statement or may be confined to net income, dividends, and retained 
earnings. In some cases a summary record of the entire stocklioiders' 
equity, including capital as well as earnings, is a helpful exhibit. 
Another form of historical cumulative statement is that of receipts 
and disbursements. This type of statement is often of value in focus- 
ing attention upon the course of events through a considerable period 
as reflected in cash transactions. 

Financial Ratios— Principal Types. In general a financial ratio is 
simply a definite expression of the quantitative relationship of two 
distinct elements or factors or of two aggregates or groups of ele- 
ments. Ratios may be stated by common fraction, decimally, or in 
percentage form. Thus if officers' salaries in a given concern for a 
particular period amount to 1 100,000 and sales for the same period 
total 15,000,000 the ratio of the two elements is 100,000/5,000,000, 
.02, or 2%. The percentage form is the most common mode of ex- 
pression. The amount of officers' salaries, to state the ratio just 
given in full, is equal to 2% of total sales. The significance of ratios 
in the interpretation of the data of financial reports rests on the 
assumption that relationships may be more important than indi- 
vidual amounts or, at any rate, that relationships are in themselves 
facts of intrinsic importance. This does not mean, it should be 
added, that all possible comparisons of the data of the enterprise can 
be expected to yield valuable information. 

In terms of the principal statements financial ratios can be classi- 
fied under three main heads: (1) position-statement ratios; (2) in- 
come-statement ratios; (3) ratios involving both statements. 

Equity Ratio— Long-Run Solvency. The position statement fur- 
nishes two ratios, or groups of ratios, of first importance. One of 
these is the equity ratio. This ratio expresses the relation of the two 
main types of equities, creditor interests and proprietary interests, 
to the total resources of the enterprise. It may be stated in a num- 
ber of ways of which the following are the principal variations: (1) 
total stock equity (in the case of the corporation) to total assets (valua- 
tion reserves having been deducted); (2) total stock equity to total of 
liabilities; (3) total liabilities to total assets. The first form is in 
general the most effective as it represents a clear-cut answer to the 
question: What part of the total resources is furnished by or repre- 
sented by the proprietary interest— the stock equity? The second 
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method of presentation, often referred to as the '‘worth-debt’' ratio, 
is widely used but is a less clear means of stating the underlying rela- 
tionship. The third arrangement, the complement of the first, places 
the emphasis on the percentage of liabilities. 

The equity ratio is a means of focusing attention sharply on the 
question of long-run solvency. In general a high percentage of pro- 
prietary capital indicates that the danger of liquidation or reorgani- 
zation as a result of defaulted obligations is correspondingly small. 
Undoubtedly in many enterprises, which survive protracted lean 
periods without serious embarrassment the favorable capital struc- 
ture is a fact of outstanding importance. On the other hand it 
should not be assumed that a high equity ratio in itself demonstrates 
a strong working capital position or a favorable situation with re- 
spect to earnings, either in the past or in the future. Moreover, the 
possible advantage to the proprietary interest of "trading on the 
equity” to a reasonable degree— an advantage which has been greatly 
overemphasized in some quarters— must not be entirely overlooked. 

Various subordinate ratios under this general head may be com- 
puted. Thus the relationship of the equity of a particular type of 
liability, or of a particular class of stock, to the total assets may be of 
interest in certain cases. Another example, of minor importance in 
most situations, is the percentage of retained earnings to total assets. 

Current Ratio— Interpretation of Working Capital. The second 
main type of relationship found in the ordinary position statement 
is the current ratio. In traditional form this relationship is found 
by dividing the amount of current assets by the amount of short- 
term liabilities. Thus if the current assets as reported on a particular 
date total $1,000,000, while the current liabilities at the same time 
amount to $250,000, the current ratio is 1,000,000/250,000 or 4 to L 
An alternative and intrinsically more satisfactory method of com- 
parison— but one not used in practice--is to state the ratio as the per- 
centage of current assets to current liabilities or, still better, the 
percentage of current liabilities to current assets. What is desired is 
a clear expression of the extent to which current assets are covered by 
short-term liabilities and the relative margin of working capital, and 
percentage data, with the amount of current assets taken as the base 
of 100, meet this need effectively. Using the above figures, for ex- 
ample, it appears that current liabilities amount to 25% of current 
assets, the remaining 75% representing working capital. 
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The current ratio has long been considered important as a test of 
immediate solvency, and no doubt has real significance in this coii' 
nection. However, the conventional measure of 2 to 1 as a generally 
satisfactory relationship has been overemphasized. Working capital 
requirements naturally vary between enterprises and between periods 
in the particular concern, and the question as to the amount of cur- 
rent resources needed and what constitutes a proper quantitative re- 
lationship between such resources and the short-term obligations 
must be settled on its merits in the light of all attendant circum- 
stances. The importance of large backlogs of liquid assets to meet 
depression conditions, and to make it possible to take advantage of 
new developments, has been widely stressed in recent years. 

Since some types of current assets are not highly liquid a more 
severe test of the status of working capital is often applied. This is 
usually referred to as the “quick” ratio, and consists of a comparison 
of the total of cash, marketable and available securities, and first- 
class current receivables with the amount of short-term obligations. 
This test emphasizes the relationship of purchasing power w^hich is 
either immediately available or can be readily marshalled to the 
total of all claims immediately payable or shortly to become payable. 
In some cases it may be desirable to compute the ratio of cash on 
hand and in bank to total current liabilities. 

The current ratio has its limitations as a device for assaying 
working-capital position. It affords no qualitative test of current as- 
sets; it does not directly take account of the effect of probable cash 
receipts and liability changes in the near future. In using the cur- 
rent ratio, moreover, care must be taken to avoid stressing unduly 
momentary position, as indicated by the ratio on a particular date; 
in reaching a conclusion there should be numerous observations and 
adequate attention to averages and trends. 

A special question in this connection is the treatment of bonds or 
other long-term obligations which are maturing shortly. Should the 
amount of such liabilities be included in current obligations in com- 
puting the current ratio and interpreting working-capital position? 
In general the answer is that such liabilities should be excluded pro- 
vided any funds with which payment is to be made and that are al- 
ready accumulated are excluded from current assets. Likewise cash 
funds on hand but dedicated to construction or other non-current 
purposes should be excluded. In all cases all special conditions 
should be carefully noted in interpreting current position. 
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Operating Ratios. The operating ratio, the relation of the total of 
expenses to total revenue, is usually deemed to be the most important 
income-statement ratio. This ratio represents the percentage of net 
sales or other form of revenue consumed by cost requirements, and 
is closely watched by management. If, for example, revenues amount 
to 11,000,000 and expenses applicable thereto total $750,000, the 
operating ratio is 75%. In general the lower the operating ratio, 
the better, but it should be recognized that an apparently favorable 
condition at this point does not demonstrate a high level of earning 
power. 

The “operating” ratio in the broadest sense is computed by com- 
paring the total of all revenue deductions, including losses and taxes, 
with the total of all revenues, including unusual gains. This calcu- 
lation may be less significant to internal management, however, 
especially if special charges and credits are present in large amounts. 
Where a business has a number of distinct departments or divisions 
it may be useful to determine the relation of department or division 
costs to the corresponding revenue totals. The validity of such a 
ratio is of course limited by the difficulties in the way of making 
satisfactory allocations of certain kinds of expenses and other reve- 
nue charges. 

The relation of any broad group of charges— or of any specific ex- 
pense— to revenue may be viewed as a subordinate operating ratio. 
Examples are merchandise cost of sales— or factory cost of sales— to 
sales, selling expense to sales, depreciation and maintenance to sales, 
administrative salaries to sales, and collection expense to credit sales. 
Charts showing the composition of the revenue dollar often empha- 
size a number of these percentages.* Such ratios are of particular 
interest to operating management; effective control of costs involves 
close observation of relationships as well as amounts. 

The percentage of “gross margin”— the spread between the as- 
signed cost of goods sold and sales— to sales represents an allied rela- 
tionship. This ratio has a limited significance for the enterprise as 
a whole but is of value in departmental statistical analysis. 

The subordinate ratios are sometimes useful in detailed studies of 
credit position and in special analyses along lines of internal ad- 
ministration. Further, comparisons which have little general sig- 
nificance are often important in audit programs, as a means of bring- 
ing to light conditions of fraud or mismanagement. The first clue to 
a serious state of affairs may be an unusual situation with respect 
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to a very commonplace financial relationship, and the discriminating 
auditor is always on the lookout for such signs. 

Earning Power. The outstanding ratio based upon the data of both 
of the principal statements— and the most important of all financial 
ratios— is the earning rate. This ratio has two main forms: (1) the 
rate of earnings on total resources employed; (2) the rate earned on 
the total equity of proprietors or stockholders. The first of these 
expresses the degree of success achieved by the enterprise as an en- 
tity without reference to the form of capital structure employed; it 
measures earning power from the standpoint of ail capital invested, 
regardless of source. This earning rate is especially useful in com- 
paring enterprises having different forms of capitalization, and in 
comparing different periods in the history of a particular enterprise 
which has undergone changes with respect to the relative amounts 
of borrowed and proprietary capital. The second type of earning 
rate expresses the relation of the net earnings available to the pro- 
prietary equity, after all interest charges and income taxes, to the 
amount of such equity, including retained earnings as well as original 
investment. This rate is more widely used in financial analysis than 
the rate of earnings on total capital, in part because of general lack 
of understanding of the importance of the other form of computa- 
tion, and in part because of the inadequacy of the data commonly 

available. ^ 

#' 

Ascertaining Enterprise Earning Rate. In the computation of the 
"'ail-capitaF' or enterprise earning rate a number of problems arise 
with respect to both numerator and denominator. In the first place 
what disposition should be made of unusual credits and charges in 
computing the net income figure for the particular period? The 
answer to this question, in general, is that all revenues and gains, 
and all expenses, losses, and taxes, must be taken into account in de- 
termining the amount earned by those providing the funds— the 
private investors. However, in some situations it may be desirable 
to compute an alternative ratio, from which the effect of extraor- 
dinary items has been eliminated, in order to show what the results 
of operation would have been in the absence of exceptional condi- 
tions. For example, if a company sold important fixed assets in a 
particular year, realizing a large amount of loss or gain, the influ- 
ence of this transaction might be such as to render the resulting 
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earning figures misleading unless they are accompanied by qualify* 
ing explanations and computations. 

Second, in computing total resources should assets not in active 
use or not closely associated with the main operating activities be 
included? This question should be settled in a manner that harmon* 
izes with the measurement of net earnings. If ail revenues and de- 
ductions are taken into account in computing earnings a correspond- 
ingly broad definition of applicable resources should be employed. 
Stand-by facilities should be included as well as plant used at less 
than maximum capacity. Likewise adjustments of current resources 
are generally not called for, even where such assets are present in 
unusually large amounts. Abandoned property and other items that 
should have been written off under proper accounting standards 
should of course be excluded. In this as in other connections care 
should be taken to disclose special conditions, and indicate the 
necessary qualifications, in using earning rates comparatively. 

Third, how should liabilities such as book accounts, payrolls, etc., 
not explicitly sharing in net earnings, be dealt with? Such liabilities 
often represent the source of a considerable fraction of the total 
capital— in the broad sense— employed by the enterprise, and where 
this is the case, and the total resources are compared with the total 
net earnings available to interest-bearing creditor capital and pro- 
prietary equities in measuring earning power, an obvious distortion 
results. That is, a fraction of which the numerator is the amount of 
net earnings to all capital excluding that represented by non-interest- 
bearing liabilities, while the denominator is the total of all employed 
resources regardless of origin, does not reflect the true earning level 
of the enterprise. In view of this situation an adjustment is recom- 
mended wherever feasible. This may take either of two forms. One 
possible procedure consists of the reduction of the amount of re- 
sources used by the amount of liabilities representing equities not 
explicitly participating in earnings. An alternative— and more re- 
fined-procedure involves estimating the implicit interest earned by 
the capital requiring no explicit return and the inclusion of such 
estimated interest in the net earnings which are compared with the 
total resources. This alternative form of adjustment rests on the 
assumption that interest on accounts which appear to bear no in- 
terest is included in the prices of the goods and services which are 
acquired through such accounts— an assumption which can in gen- 
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erai be justified without great difficulty— and that such implicit in- 
terest should accordingly be taken out of costs and included in net 
earnings of all capital. The commercial bank rate is presum- 
ably the appropriate rate of interest to be used in making the esti- 
mate. 

In comparing the apparent earning rates of different concerns it 
must be remembered that valuation bases often vary between enter- 
prises and that even where assets are recorded at cost the data of re- 
sources are not fully comparable because of the varying dates of 
acquisition and the different price levels consequently involved. De- 
preciation and maintenance policies and inventory methods likewise 
differ sharply, even among enterprises in the same line of business. 
Another point of variation lies in the extent to which intangible 
values are recognized. With respect to the measurement of income, 
moreover, a wide range of practices is found, particularly in account- 
ing for expenses. In view of such features of the reported informa- 
tion care must be exercised in interpreting and utilizing earning rates 
drawn from published statements. It should be added that where 
the asset data used are materially out of line with current values the 
computed rates have little or no significance. 

Ideally the amount of resources to be compared with the amount 
of earnings should be the average employed or applicable for the 
period, and evidently such an average cannot be computed from the 
data of a single statement. Applying earnings for the period to the 
resources reported as of the end of the period is inaccurate in that it 
ignores the fluctuations in assets, seasonal or otherwise, which have 
occurred, and may yield a serious misstatement in the case of a rap- 
idly growing or declining enterprise. The greater the number of 
observation points available the more satisfactory will be the estimate 
of employed resources, although averages drawn from the data of two 
successive statements are adequate in many cases. 

Proprietary Income and Dividend Rates. The problem of dealing 
with special loss and gain items arises in the computation of the 
proprietary earning rate as well as in the determination of the “all- 
capitaF' rate, and should in general be settled along the line indi- 
cated above. It should also be recognized that the amount of the 
proprietary equity, like the amount of employed resources, depends 
in considerable measure upon the bases and policies of asset valua- 
tion in effect, and that it is accordingly necessary to exercise care in 
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making use of rates computed under unusual conditions of valuation. 

The denominator of the fraction representing the proprietary 
earning rate should be the average proprietary equity for the period, 
taking into account the effect of accruing losses or earnings, dividend 
appropriations, and new investment or reduction of capital. Often 
it is difficult to make a fully satisfactory computation from the data 
available in published statements. 

In the case of a corporation with one or more issues of preference 
stock the distinction between the rate earned on the entire stock 
equity and the rate earned on the equity of the common stock must 
be recognized. A complication arises in this connection where the 
preferred stock has participating features and where it may accord- 
ingly be necessary to treat a part of retained earnings as attaching to 
the senior security. In some cases it is very difficult to make an ap- 
portionment that is clearly in accord with all the conditions. The 
rate of income on common stock equity is an outstanding ratio in 
corporate finance. The rate of income to par or stated value is 
usually not important; the proper base is the total amount of the 
equity. 

DifiEerential earning rates are of interest in some circumstances. 
The rate a particular enterprise is earning, for example, over rep- 
resentative concerns in the same line is useful in emphasizing the 
preferential position of the enterprise. Another differential rate of 
significance is the amount by which the particular proprietary rate 
exceeds the ordinary rate of interest on long-term business borrow- 
ings. Deficiencies in rates actually earned may also be calculated by 
comparing such rates with appropriate standards. 

The dividend rate— the percentage represented by the relation of 
amount of dividends to the book amount of the equity— is of con- 
siderable importance in the investment field. By the “yield"' rate, 
however, is usually meant the relation of the annual dividend to the 
prevailing market price of the stock. Dividends are also frequently 
referred to in terms of dollars and cents per share. The rate of 
dividend to par or other formal value is not a very significant fact, 
particularly in the case of the common stocks. 

Computation of Earning Rates Illustrated. An example will serve 
to make the foregoing comments on the measurement of earning 
power more definite. The data of the example appear on page 822. 

Treating the allowances for depreciation and bad debts as contra- 
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M Company 

Comparative Position Data 
Debits December 31 

1949 1950 

Gash . I 10,000 $ 15,000 

Marketable Securities 50,000 100,000 

Receivables . 40,000 30,000 

Inventories 60,000 50,000 

Other Current Assets 5,000 5,000 

Land 30,000 30,000 

Buildings and Equipment 100,000 105,000 

Organizing and Financing Costs 5,000 5,000 

Goodwill 70,000 70,000 


$370,000 $410,000 


Credits 

Accounts Payable $ 20,000 $ 15,000 

Notes Payable 10,000 5,000 

Taxes Payable 10,000 5,000 

Other Current Liabilities 5,000 5,000 

Mortgage Bonds 82,500 43,000 

Capital Stock — Preferred (6%) . 50,000 100,000 

Capital Stock — Common 100,000 130,000 

Retained Earnings — Unappropriated . 32,500 40,000 

Reserve for Contingencies 20,000 20,000 

Allowance for Depreciation 37,000 45,000 

Allowance for Bad Debts 3,000 2,000 


$370,000 $410,000 


M Company 
Income Statement 
Year Ended December 31, 1950 
Sales and Other Revenues (including interest and dividends 

on securities, $3,000) $271,000 

Expenses $247,000 

Taxes ... . . 7,500 254,500 


Net Income $ 16,500 

Interest on Bonds and Notes 4,500 


Earnings on Total Stock Equity . . $ 12,000 

Preferred Dividends 4,500 


Earnings on Common Stock . . . . . . ... $ 7,500 

Retained Earnings — Unappropriated, January 1 ... 32,500 


Retained Earnings — Unappropriated, December 31 . . . $ 40,000 


asset accounts, and including intangible and all other resources as 
booked, the amount of assets employed at the beginning of 1950 is 
evidently $380,000 and the corresponding figure for the end of the 
year is |363,000, which gives an average for the year of $346,500. 
Net income for 1950, before interest charges, totals $16,500. The 
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liabilities not explicitly bearing interest (apparently the accounts, 
taxes, and “other current’^ items) total | 35,000 at the beginning of 
1950 and | 25,000 on December 31, an average of $ 30 , 000 . Assuming 
an implicit interest rate of 6% on the average amount of such liabili- 
ties gives an estimated charge of $1,800, and adding this amount to 
the net income of bondholders, noteholders, and stockholders com- 
bined results in a total net, for all capital furnished, of $ 18 , 300 . Di- 
viding this amount by the average assets as computed above gives an 
earning rate of 5.28%. This computation assumes that changes in 
assets resulting from financing and from earnings occur at a uniform 
rate throughout the year—or in some other manner that has the same 
effect on average resources. 

If marketable securities were viewed as non-operating assets, and 
were excluded from the asset base, and the earnings realized on these 
securities was likewise excluded from income, the average amount of 
assets ivould be $271,500 ($346,500 less $75,000), and the applicable 
net income would become $15,300 ($18,300 less $3,000). The “op- 
erating” earning rate on this basis is 5.64%. Aside from other 
limitations this calculation may be objected to on the ground that 
if the income on securities is omitted the amount of income taxes 
should be revised downward in harmony with the assumed change 
in earnings. In the data given income taxes are not segregated, but 
even if the tax figure were broken down the computation of an al- 
ternative tax charge would present difficulties. This will serve to 
illustrate the complications in the way of any attempt to eliminate 
the effects of unusual transactions or conditions. Incidentally, the 
increase in marketable securities accompanying an increase in total 
stock capital (in excess of decrease in long-term liabilities) suggests a 
temporary stage in a program of expansion of operating assets. 

The total proprietary earning rate for 1950 is found by applying 
net earnings to ail stockholders, $12,000, to the average of the total 
stock equity at the beginning of the year ($202,500) and at December 
31 ($290,000), or $246,250. (This average may also be found by add- 
ing to the beginning equity of $202,500 one half the increase in total 
stock capital, $40,000, plus one half the net earnings, $6,000, less one 
half the dividends, $2,250.) This gives a rate 4,87%, In this calcula- 
tion the “reserve for contingencies” is assumed to be a section of 
retained earnings. There is no clue in the data as to when the 
increase in common stock was issued, but the dividend data suggest 
that the increase in preferred took place at about midyear. Similarly 
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the rate earned on the common stock equity is found by applying the 
net to common stock, $7,500, to the average amount of this equity 
for the year, $171,250 ($152,500 plus $190,000, divided by 2), which 
gives a rate of 4.38%. In this computation the preferred stock 
equity is viewed as having no participating rights in retained earn- 
ings. Evidently the common stockholders are realizing no advantage 
—at least for the time being— from the fact that a relatively large 
amount of total capital is furnished by creditoi's and senior stock- 
holders. 

It should be remembered that all calculations and interpretations 
based on the data given are subject to any limitations inherent in 
such data. 

Turnovers. Various turnover rates, in general requiring the use of 
data from both income statement and position statement, are sig- 
nificant in internal analysis and administration and also in the inter- 
pretation of the major reports. The volume of revenue for the 
period divided by the average assets employed is a ratio used to 
express the periodic turnover of the entire capital of the enterprise. 
For example, if revenues for a period total $1,000,000 and the average 
assets employed amount to $4,000,000, the periodic turnover rate is 
25%. This ratio is a rough measure of capital utilization, although 
it should be noted that large sales in relation to investment do not 
demonstrate a high earning rate, and that the variation in normal 
capital turnover rates between different fields of business is marked. 
As explained earlier, the amount of average assets cannot be ascer- 
tained by reference to a single statement and all ratios of which 
recorded assets are a part are subject to the limitations of the asset 
figures. Closely related to this ratio are the turnover of working 
capital (revenue to net working capital for the period), the turnover 
of current assets (revenue to average current assets), and the turn- 
over of plant (revenue to average amount of plant). 

Credit sales are often compared with the average of outstanding 
receivables. If the percentage of receivables to credit sales is mul- 
tiplied by the number of days in the period covered the result is a 
rough approximation of the average life or term of charges to cus- 
tomers. 

Inventory turnovers, either in physical or value terms, are im- 
portant primarily in analysis for internal control. Merchandise 
turnover is usually expresvsed as the relation betw^een merchandise 
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cost of sales and average inventory. Some turnover calculations, 
including those for materials and work-in-process in manufacturing, 
require the use, of data not ordinarily present in the principal re- 
ports. See comments on this topic in Chapters XXV and XXVL 

Minor Statement Ratios. Aside from the equity and current ratios 
few if any of the possible comparisons of position-statement figures 
have marked significance. The ratio of current assets to fixed assets 
is of some interest and under special circumstances it may be worth 
while to focus attention upon more specific relationships among the 
assets (for example, the ratio of accounts receivable to inventories). 
The relation of a contra valuation account to the gross book value 
of the asset to which the accumulated offset appiies—for example, 
the percentage of accrued depreciation to the cost (or other basic 
value) of the depreciable property— is a type of minor statement 
ratio. 

The amount of one class of expense to total operating charges, or 
to another expense subdivision, is a kind of relationship which it 
may be desired to emphasize in some cases. Examples are the ratio 
of selling expense to total operating charges or to production cost of 
sales, transportation charges to merchandise cost of sales, and de- 
preciation and similar deductions to total of operating costs. In 
general such comparisons are less useful than those which relate costs 
to total revenues. 

Another type of income-statement ratio is that which expresses the 
relation of total income available for interest charges to the amount 
of such charges— the number of times the interest requirement is 
earned. For example if the amount of net income before the deduc- 
tion of bond interest, but after all prior charges have been deducted, 
is 11,000,000 and the interest on bonds accruing for the period is 
1500,000, the ratio is 200%— the interest is earned “2 times."' Where 
preference stock is outstanding a similar calculation may be made 
to show the number of times the regular dividend is earned. Ratios 
of this type are of importance in focusing attention upon the position 
of particular classes of investors. 

The disposition of net earnings can be emphasized by statement 
in percentage form. For example, if net amounts to $1,000,000 and 
dividends for the period total $750,000, it appears that the dividend 
appropriation absorbs 75% of the current earning power, leaving 
25% to be retained in the business. These ratios indicate something 
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o£ the degree of conservatism exercised by the management in its 
dividend policy. 

Many comparisons which make use of data from both major state- 
ments are possible, although the great majority have little or no 
significance as interpretive devices. Examples of special bistatement 
ratios which may be computed in particular circumstances are interest 
charges to total borrowings, rate of depreciation charge to book 
value of plant, depreciation and maintenance to plant, and insur- 
ance cost to recorded amount of assets insured. Such ratios, evi- 
dently, cannot always be derived from the data presented in 
condensed financial reports. 

Standards of Comparison. Financial relationships expressed as per- 
centages or otherwise have little significance except as judged on the 
basis of appropriate standards. It is true, for example, that the 
nearer the equity ratio approaches 100%, the stronger, in general, is 
the capital structure of the enterprise, but without some information 
as to what may be deemed to constitute an adequate percenage in the 
particular field it is impossible to form a discriminating opinion with 
respect to the condition of the specific enterprise. In banking an 
equity ratio of 5-10% is usually considered satisfactory; in the public- 
utility field a ratio of 40-50% is common; in many industrial com- 
panies the proprietary interest accounts for 80-90% of the total 
assets. Under these conditions it is quite obvious that the situation 
in most concerns cannot be interpreted as either unsatisfactory, ade- 
quate, or superior—to say nothing of finer gradations—without ref- 
erence to standards. Similarly current position, operating ratio, 
earning rate, capital turnover, and other relationships as computed 
for the individual enterprise offer little assistance as interpretive 
devices unless coupled with adequate comparative data. 

In developing standards as a basis for judging the affairs of the 
particular enterprise careful attention should be given to all perti- 
nent information which may be available relative to other enter- 
prises, especially those in the same field. The principal sources of 
such information are the files and publications of trade associations, 
governmental departments, bureaus of research, and credit agencies, 
and the numerous special studies made by investment analysts, public 
accountants, and others. It is of course often difficult to find data 
which are fully comparable with those of the specific concern under 
consideration. Moreover, many of the compilations available have 



INTERPRETATION OF STATEMENTS 


827 


serious iimitations due to the inherent weaknesses in the underlying 
materials on which they are based, and must be used with caution. 

The records of past performance in the enterprise constitute an 
important basis for judging conditions in the current period. In the 
larger concerns, further, where several plants or divisions are being 
operated, the data of the various units, brought together in com- 
parative form, are useful in determining standards. Another source 
of standards, not to be taken too seriously but not to be despised, are 
the informal judgments of persons in the business whose impressions 
are based on long experience and critical observation. 

Limitations of Ratio Analysis. The enthusiasm for judging the 
condition and prospects of an enterprise through the use of ratios has 
probably gone too far in some quarters. The suggestion, for ex- 
ample, that a valuable gauge of financial strength can be prepared 
through the amalgamation of a number of ratios, each weighted 
more or less abitrarily, into a single index number implies that ratios 
have an intrinsic significance; it assumes that mere computation of 
ratios, if done with some arithmetic elaboration, can afford a basis 
for determining the standing of the enterprise. It needs to be recog- 
nized that ratios are not a satisfactory substitute for judgment. Cal- 
culation of ratios is nothing more than a means of focusing attention 
on relationships worthy of careful observation and study. In general 
ratios are clues, not bases for immediate conclusions. Even where 
deviations from accepted standards are disclosed either in single 
ratios or in ratio-trends it is not wise to assume, without further 
investigation, that a condition either peculiarly favorable or unfavor- 
able is present. A high turnover rate, for example, which is usually 
deemed to be an indication of operating efficiency and strength, may 
be temporarily achieved by unwarranted price reductions, failure to 
maintain inventories, or other unsound policies. Similarly a high 
current ratio, universally regarded as a sign of strong financial posi- 
tion, may result from unreasonable accumulation of particular 
assets and may actually be an evidence of declining activity. In fact 
it is seldom if ever safe to make decisions with respect to the affairs 
of an enterprise, either in internal administration or in other connec- 
tions, solely on the basis of an examination of ratios. 

In employing ratios in the process of periodic analysis and inter- 
pretation, particularly in connection with the preparation and use 
of the principal financial statements, it must be remembered that 
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comparatively few of the many possible computations have any con- 
siderable significance, and discrimination must accordingly be exer- 
cised in the selection of relationships to be emphasized. The 
calculation and presentation of an undigested array of ratios, as a 
feature of a report, is likely to promote obscurity rather than clarity 
and understanding. 

Questions 

1 . Indicate the importance of interpretive devices in financial reporting. 

2. Describe the statement of working capital. 

3. What is the special importance of the comparative statement? 

4. Explain the nature and significance of ^'cumulative” and "average” income 
reports. 

5. What are financial ratios? List and illustrate the principal classes. 

6. What is the preferred form of the equity ratio? Indicate the general signifi- 
cance of this ratio. 

7. Illustrate and discuss the current ratio. How should bonds maturing shortly 
be dealt with in this connection? 

8. What is meant by the operating ratio? The percentage of “gross” margin? 

9. Define precisely the two main measures of earning power, including expla- 
nation of the determination of both factors in the ratio in each case. Discuss the 
treatment of each of the following in this connection: (1) special gains and losses; 
(2) idle plant; (3) non-interest-bearing liabilities. 

10. What earning rates are of interest where more than one class of stock is out- 
standing? What is meant by “differential” earning rates? Dividend rates? 

11. Give several examples of “turnovers.” 

12. Give examples of minor ratios. 

13. Indicate the importance of standards in the use of ratios. What are the 
principal sources from which standards may be derived? 

14. “Ratios are clues, not bases for immediate conclusions.” Explain. 
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Fluids Statement. The “funds statement/' referred to earlier as a 
type of activity report, is an important aid in bringing to light 
underlying financial operations and movements— the ebb and flow 
of funds— which are not directly revealed in reports of the position 
and income type, no matter how carefully prepared and arranged. 
In particular it is designed to reflect the relation of the revenue 
stream to the cash or equivalent resources of the business and to 
display the composition and disposition of earnings in terms of 
such resources. It also includes a showing of the effects of financing 
and of property transactions upon available funds. It is not a state- 
ment of receipts and disbursements, but it focuses attention upon the 
funds phase of the major activities. 

The basic sources of funds to carry on the financial operations of 
an enterprise are revenues (including all special gains), borrowings, 
and additional proprietary investment. Funds may also be obtained, 
in a more restricted sense, through reduction of working capital or 
disposition of plant or other capital assets. Occasionally funds are 
made available as a result of gifts or other types of “windfalls." 
Similarly the available funds of an enterprise may be utilized in a 
given period to meet expenses and taxes, pay interest and dividends, 
reduce liabilities, retire capital stock, or to expand current or other 
assets. Funds may also be consumed through sheer losses or—in rare 
cases— outright donations. 

The statement of funds is based upon the data of the position state- 
ment at the beginning of the period, the income report for the period, 
and the concluding position statement. (Supplementary data may 
also be required.) Prepared without reference to the income state- 
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meiit— a procedure which formerly received considerable support— 
the statement becomes nothing more than a balanced array of posi- 
tion-statement increases and deci-eases and has little interpretive 
value. With the essential data of the income statement discriminat- 
ingly introduced, on the other hand, the result can undoubtedly be 
made definitely useful to both financial managers and investors. 

The funds statement is in an experimental state in practice and no 
standard form has been adopted. In general a “running-accounf’ 
display of the conventional income-statement type is preferable to 
a balanced report of so-called “sources” and “applications.” The 
goal to be achieved in this connection is an arrangement— a threading 
together— of the data of essential financial processes which shall be 
most meaningful in view of the conditions of the particular situation. 
This means that with respect to the point of departure, the degree of 
elaboration, the internal order, and the concluding or balancing ele- 
ment the report of funds may well vary in form between enterprises 
and between years in the same concern. 

In the condensed funds statement the change in net working 
capital is often included as a single element, the details being dis- 
played in a separate schedule (or in a separate section of the funds 
statement itself). That is, the decrease or increase for the period in 
the amount by which current assets exceed current liabilities is 
treated as one definite source or application, respectively, of liquid 
funds. This procedure avoids cluttering the statement with the 
changes in the various components of working capital and usually 
results in a more intelligible and significant picture of the under- 
lying developments. On the other hand this treatment implies a 
degree of homogeneity of current assets not found in all cases, and 
follows the usual assumption— not always fully appropriate— that 
current liabilities should be attached definitely to current assets in 
financial interpretation. Where the circumstances indicate that 
such threading together of changes in current balances does not 
express the essential movement of funds in the clearest possible man- 
ner some other and more suitable arrangement— in which particular 
types of resources or obligations are separately displayed— should be 
worked out. 

In the funds statement as well as elsewhere the current receivables 
should be reduced by the full amount of the allowance for uncol- 
lectibles and other offsets which have been established. 
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Revenues and Costs in Relation to Funds. Strictly speaking it is 
the stream o£ collections rather than the volume of revenue (includ- 
ing sales on a credit basis) which measures funds made immediately 
available as a result of transactions with customers. But since the 
amount of receivables is ordinarily viewed as a liquid resource, a 
commitment of working capital, the revenue account is a reasonable 
indication of the inflow of funds in the broad sense. Where there is 
no marked change in the amount of outstanding receivables in the 
period under review, moreover, the revenue figure approximates the 
amount of actual collections. 

It is important to recognize that operating charges absorb liquid 
resources in a given period only to the extent of outlays in such 
period— outlays either in the form of actual expenditures or the in- 
curring of definite obligations which must shortly be liquidated. 
Charges to operation representing estimated accrued depreciation, 
depletion, and amortization of cost of patents and other intangibles— 
to note the principal examples— do not represent current commit- 
ments of funds (except to the minor degree that the resources involved 
were currently acquired). Such charges reflect the assignment to 
current activities of appropriate portions of past expenditures but 
they do not in themselves measure absorption of liquid resources in 
the period in which charged. Another type of charge which does 
not require an immediate outlay is that representing the accumula- 
tion of bond discount. The volume of revenues, accordingly, should 
not be reduced by such charges in computing the amount of funds 
currently made available thereby for various purposes. This is an 
important point, particularly in explaining the fact of interest and 
dividend disbursements in excess of reported net income. 

In practice the funds statement often begins with the amount of 
net profit, or net profit after dividends, to which is added the total of 
'* non-cash'' expenses and income charges to determine the amount of 
funds provided by revenues. A better form, on the whole, is that 
which displays the entire application of the revenue stream, 

C:apital Transactions in Relation to Funds Statement. Where funds 
received through bond or stock issues are not applied directly to 
payment or retirement of outstanding security issues, or to building 
up accumulations of cash or other liquid resources dedicated to such 
payment or retirement, the amount thereof is available for plant 
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expansion or other purposes and should be reported accordingly. 
Ill some cases proceeds of bonds are applied to stock retirement, or 
proceeds from stock issues are employed to retire long-term debt. 
Often a showing of funds received from security issues in total, fol- 
lowed by a disclosure of the way in which such total is applied, is a 
desirable arrangement of data. Where long-term debt or capital 
stock is retired (or is acquired without actual cancellation) and the 
funds employed are secured otherwise than through new security 
issues, the amount utilized for this purpose should be shown as an 
application of funds available after other requirements are met 
rather than as a contra to particular sources. Pro rata distributions 
to stockholders in the form of liquidating dividends are a related 
type of fund application. 

In dealing with proceeds arising from sale and other disposition of 
plant or other capital assets care must be taken to avoid confusion 
and misstatement. Where such sale or disposition involves income 
the amount of the proceeds representing the income must of course 
be reported as available funds only once. That is, if such income 
is included in earnings it must be excluded from the statement of 
the proceeds. Where a loss is involved the proper treatment is to 
exclude the amount of such loss, as losses representing net book value 
of capital assets disposed of in excess of net proceeds do not constitute 
in themselves a drain on current liquid funds. The amount of non- 
liquid property— if any— received in exchange, together with that 
portion of the “proceeds’" represented by long-term obligations of 
the buyer, should be either excluded completely from the statement 
of funds or treated as a contra item. 

As a rule the total of the charges to fixed assets during the period is 
the figure to be presented as the application of funds on this ac- 
count. Charges representing revalutions should be excluded, how- 
ever, as appreciation does not reflect current expenditures. In 
the case of exclianges, moreover, the charges matched by credits to 
fixed assets given in exchange should not be considered. There is 
also a question of the propriety of treating additions to plant prop- 
erty vrhich are covered by long-term liabilities assumed in connection 
with the purchase of such property as an application of current 
funds, the liabilities in turn being separately displayed as a funds 
source. The alternative is to show the amount of the liabilities as 
a contra to the figure representing cost of the property acquired. 

The comparative position statement, of course, shows only net in- 
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Condensed Position Data 
As of Decenaber 31 
Debits 

1949 1950 

Gash . $ 122,000 $ 93,000 

Marketable Securities . 65,000 

Receivables 293,000 294,000 

Inventories . 860,000 888,000 

Prepayments 26,000 28,000 

Real Estate Bonds . . . 55,000 25,000 

Investment in Hart Go. Stock 640,000 

Land 734,000 884,000 

Buildings and Equipment 2,180,000 2,120,000 

Organization Gosts 5,000 10,000 

Goodwill 25,000 25,000 

Bond Discount . ... . . 5,000 


$4,300,000 $5,077,000 


Credits 

Current Liabilities $ 490,000 $ 511,000 

Bonds Outstanding — First Mortgage 15,000 350,000 

Allowance for Depreciation 713,000 883,000 

Allowance for Uncollectibles 25,000 30,000 

Capital Stock — Preferred 200,000 

Capital Stock — Common . . . 300,000 525,000 

Capital Contributions 252,000 402,000 

Retained Earnings 930,000 1,046,000 

Equity Adjustment — Appreciation 1,375,000 1,330,000 


$4,300,000 $5,077,000 


Condensed Earnings Data 
Year Ended December 31 

1950 

Net Sales $2,400,000 

Expenses (including depreciation) . ... , 2,305,000 

Interest and Rentals Earned . . . . . 7,000 

Dividends Earned on Hart Go. Stock .... 52,000 

Taxes . . . . , , .... . . . . . . . . . 53,000 

Interest Charges 15,000 

Premium Paid on Retirement of Preferred Stock 1 ,000 

Dividends Paid on Preferred Stock. 14,000 

Absorbed Appreciation 45,000 

Supplementary Information 

(1) Real estate bonds were collected in cash during year in the amount of $30,000. 

(2) Additions to buildings and equipment during 1950, at cost, amount to $10,000, 

(3) Par was received for all mortgage bonds issued during the year except a block 
amounting to $100,000, par, which was issued on December 31, 1950, 

(4) The increase in organization costs represents actual outlays made in connection 
with issue of securities during year. 

(5) Charges to depreciation allowance during year, arising in connection with 
retirement and sale of equipment, total $30,000; credits amount to $200,000. 

(6) The increase in “capital contributions’* during 1950 results from receipt of 
property as a gift to Company. 

(7) Expenses include net loss ©n retirement and sale of equipment, as of January 
1, 1950, $35,000; the proceeds of this sale, in cash, totaled $5,000. 
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creases or^ decreases in fixed assets and net changes in the related 
contra accounts. Similarly only the net effects of security exchanges 
and other capital transactions are reflected in the balance sheet. 
The condensed income statement, moreover, often fails to furnish 
information as to the amount of income or loss arising in connection 
with the disposition of property. It follows that the preparation of a 
fully satisfactory statement of funds is contingent upon the avail- 
ability of adequate supporting data. 

Preparation of Funds Statement Illustrated. The data on page 
833 are adapted from the reports and records of the Wyman Co. 
The statement of funds on this page is based upon the above in- 
formation. This report shows, to state the essential developments 
very briefly, that funds were made available from operations and 
conversions on the one hand and new security issues on the other 
sufficient to leave, after retirement of preferred stock, nearly |700,- 
€00 for investment or retention in working capital, and that the 
major portion of this amount-“|640,D00— was utilized in acquiring 
Hart Co. stock. 

Comments on Example of Funds Statement. The form employed 
here follows that outlined in the foregoing discussion of the structure 
of the statement of funds. In so far as the available data make this 

Wyman Company 


Funds Statement 
Year Ended December 31, 1950 

Net Sales and Other Earnings ........ |2,459,00{) 

Current Outlays for Expenses, Taxes, and Interest . . 2,138,000 

Funds Available from Operations $ 321,000 

Disposition of Capital Assets — Net Proceeds; 

Sale of Equipment . .... $ 5,000 

Collection of Real Estate Bonds ....... 30,000 35,000 

Funds Available from Operations and Conversions . . $ 356,000 

Dividends on Preferred Stock ... . . . . . 14,000 

Balance of Funds from Operations and Conversions . . $ 342,000 

Financing: 

Bonds Issued — Proceeds . ... . . . $330,000 

Common Stock Issued during Year— -Proceeds . 225,000 $555,000 

Payments to Retire Preferred Stock . . . $201,000 

Outlay for Fees, Commissions, etc. . . , 5,000 206,000 349,000 

Funds Available for Expansion and Investment ... $ 691,000 

Cost of Additions to Buildings and Equipment. ... $ 10,000 

Amount Invested in Hart Co. Stock 640,000 650,000 

Increase in Working Capital (see schedule) .... $ 41,000 
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Wyman Company 

Comparative Schedule of Working Capital 
Years Ended December 31 



1949 

1950 

Gash . 

Marketable Securities ....... 

Receivables (net book value) . , , 

Inventories 

Prepayments . , 

... $ 122,000 

! ! ! 268,000 

. . . 860,000 

. . . 26,000 

$ . 93, 000 

65.000 

264.000 

888.000 

28.000 

Total Current Assets . . . , . 

Current Liabilities ........ 

. . . SI, 276, 000 
. . . 490,000 

11,338,000 

511,000 

Working Capital 

... $ 786,000 

1 827,000 

Increase in Working Capital, 1950. . . 

... 41,000 



$ 827,000 



possible the gross amounts of all funds received and ail funds utilized 
are reported. Dividend charges, it should be noted, are shown as a 
deduction from ‘‘funds available from operations and conversions.'^’ 
This arrangement serves to bring out the fact that other funds than 
those represented by revenues may be used, in particular periods, to 
meet dividend requirements. The change in working capital is 
shown as the reconciling figure, the final resultant of all changes. 
Were there a decrease in net working capital the amount would be 
shown as one of the elements contributing to “funds available from 
operations and conversions." 

To make the derivation of the figures used in the funds statement 
prepared in this case entirely clear a few explanations are in order. 
The figure for “net sales and other earnings" is the sum of the 
amounts given in the income-statement data under “net sales," “in- 
terest and rentals earned," and “dividends earned on Hart Go. 
stock." The total of “current outlays. . . ." is cost of sales as re- 
ported, 12,305,000, plus the sum of taxes, $53,000, and interest 
charges, $15,000, and less the sum of the depreciation charge for the 
year, $200,000, and the loss on equipment retired, $35,000. The 
charge for depreciation included in expenses is assumed to be the 
equivalent of the credit to the allowance as given. This assumption 
would seldom be completely justified, particularly in view of the 
probable variation in the amount of depreciation charges included 
in opening and ending inventories. A more precise treatment would 
show the amount of depreciation in inventories as a conversion of 
fixed assets into current. The entire effect of the retirement of equip- 
ment can be reconstructed in the following entries: 
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Gash 5,000 

Allowance for Depreciation 30,000 

Retirement Loss 35,000 

Buildings and Equipment ........ 170,000 


The premium on preferred stock retirement is dealt with as a part 
of the total cost of such retirement. The proceeds of the bonds 
issued amount to $350,000, par less the discount item of $5,000. 
Since this discount applies to bonds issued as of the end of the year 
it is assumed that no accumulation of discount has been included in 
interest charges. 

The increase in “capital contributions,” accompanied by an et|uai 
change in the land account, has no effect upon the movement of 
funds and hence is ignored in the statement. Similarly the transfer 
from “appreciation” to earnings has no bearing upon funds either 
made available or applied. 

As indicated here, the condensed statement of funds should always 
be supplemented by a schedule of wwking capital. 

The example given is not presented as a typical business situation 
(although the data are adapted from an actual case) but rather as an 
illustration which includes a considerable range of conditions im- 
portant in connection with the statement of funds. 

Funds Work Sheet. Particularly where the underlying data are 
extensive a funds work sheet is a useful device in drawing together 
the material needed for the statement and in promoting accuracy in 
the handling of the various adjustments. The illustration on pages 
838-839 shows the use of a work sheet in the preparation of the state- 
ment of funds for the Wyman Co. shown on page 834. In this form 
of work sheet the comparative position data are included in the first 
two columns and the increases and decreases for the period under 
review are listed as debits and credits in the second pair of columns. 
In the lower section of the third and fourth columns, further, are 
listed the necessary income data, in debit and credit form, wdth the 
balancing adjustment of retained earnings. The form provides six 
additional columns for adjustments, working capital changes, and 
the essential resulting material for the funds statement. Additional 
titles are added at the bottom of the sheet as needed. 

The adjustment columns are used for the following more or less 
distinct purposes: (1) to cancel changes which have no effect upon the 
movement of funds; (2) to modify particular elements in such manner 
that the actual effect upon funds is disclosed; (3) to transfer items to 
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new headings under which funds data may be effectively assembled. 
The entries in the illustration labeled (1)— which eliminate the 
changes resulting from the recognition of donated land— belong to 
the first class. Entries labeled (3) are also cancellation entries (except 
to the extent of the proceeds of $5,000 disclosed as a source of funds 
and displayed under a new heading for that purpose), and the elimi- 
nation of the effect of the transfer of absorbed appreciation to re- 
tained earnings— (7)— is a similar type of adjustment. Examples of 
the second class are found in entries (2), (4), (5) and (6). Entries (8), 
(9), (10), (11), (12) and (13) represent adjustments which may be 
placed in the third group listed above. The entire elimination of 
the increase in accumulated earnings in the position data as a source 
of funds, it should be noted, is necessary in view of the fact that ail 
funds made available by earnings are being reported under another 
title. 

To what extent should additional headings be appended to the 
data di'awn from statements? The answer is that new captions 
should be attached in so far as this is necessary in clearly displaying 
the essential elements of the funds statement. In the illustration the 
proceeds of bonds issued and the cost of retiring preferred stock, after 
adjustment, are shown under the corresponding statement titles; new 
headings might, of course, have been provided. On the other hand 
the amount representing cost of additions to buildings and equip- 
ment is transferred to a supplementary heading instead of being re- 
tained on the original line. It is evident that many variations in 
procedure are possible in a given case. 

The last four columns represent a sorting out of the net balances, 
line by line, of the '‘changes'' and “adjustments” columns taken 
together. In this connection an extension of the work sheet to in- 
clude two columns showing these net balances or “adjusted changes” 
explicitly may be expedient in some cases. The statement of funds 
itself is evidently based upon the material compiled in the last two 
columns. 

Discussion Statements, The discussion type of statement may be 
considered an outgrowth of the use of notes and comments in con- 
nection with the technical financial exhibits. In this form of state- 
ment, when fully developed, the body of the report is a systematic 
account of the affairs and condition of the enterprise and the tabular 
presentations of income and other data are relegated to the position 


Wyman Company 

Funds Work Sheet, Year Ended December 31 » 1950 
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of reference material. The annual reports to stockholders of many 
of the larger corporations are illustrative of the drift toward discus- 
sion and explanation rather than columnar sheets and schedules as 
the primary feature. Such reports, of course, often deal at some 
length with the physical volume of business, industrial relations, 
number and distribution of stockholders, developments in the indus- 
try, political conditions, and various other matters somewhat outside 
the bounds of financial disclosure and interpretation. 

Discussion is essential to the effective interpretation of financial 
standing and operating data, especially in connection with compara- 
tive reporting. The standard form of comparative report, in fact, 
might well consist of a systematic write-up of the results of a careful 
analysis of the available data, with the condensed statements at- 
tached as supporting schedules. In this connection it should be 
pointed out that the importance of arrangement per se in the com- 
pilations of underlying data is minimized by the use of the discussion 
type of report. 

The following hypothetical example will serve to suggest the 
character of the discussion income report which emphasizes com- 
parative data: 

M Company 

Income Analysis, Year 1950 

As shown by the attached comparative data the total revenue for the year was 
$960,000, an increase of 20% over the net sales of 1949. Selling prices for 1950, 
however, averaged about 10% higher than in the preceding year, and the increase 
’n the physical volume of business was accordingly measured by sales of around 
$80,000, in terms of current prices. The increase in costs, unfortunately, w^as 
more marked than the growth of revenue. Manufacturing cost increased 25% to 
$600,000 and total expenses amounted to $770,000, an increase of $150,000 (over 
24%). The ratio of total expenses to sales, which stood at 77.5% for 1949, has 
risen to 80.2% in 1950. This somewhat unfavorable development is primarily due 
to the comparatively rapid advance in labor costs, discussed in some detail else- 
where, With taxes included the ratio of charges to sales increased from 86.9% to 
89%. 

Net income (after taxes but before interest) was $110,000 as compared with 
$145,000 in 1949. However, the earnings of last year included the effect of income 
on security sales of $40,000 and the corresponding figure for the current year was 
only $5,000. 

Net earnings on the stock equity increased from $70,000 to $85,000. But this 
does not mean an actual increase in earning power. Interest charges for 1950 
were decreased by $50,000 as compared with 1949 and this was due almost entirely 
to the conversion during the year of the major part of the Company’s debentures 
into capital stock. Taking into account the effect of this transaction the earning 
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rate on the average book value of the total stock equity, including earnings invested 
in the business, fell from approximately 5% in 1949 to approximately 4% in 1950. 
The conversion of the bonds is also reflected in the increase in dividends from $40,000 
to $80,000. The annual rate of $2 per share was maintained in 1950, but the 
amount of earnings retained fell from $30,000 in 1949 to $5,000 in 1950. Contin- 
uation of the present dividend rate cannot be expected for long unless operating 
conditions improve. 


Comparative Income Data 
Years Ended December 31 



Net Sales 

Income from Security Sales. 

1949 

. . $800,000 
. . 40,000 

1950 

$960,000 

5,000 

Changes 

$160,000 

35,000* 

Revenues and Other Income . 

. . *840,000 

$965,000 

125,000 

Manufacturing Cost 

Selling and Delivery Expense 

General Administration .... 

. . $480,000 

. . 90,000 

. . 50,000 

600,000 

110,000 

60,000 

120,000 

20,000 

10,000 

Expenses 

. . $620,000 
. . 75,000 

$770,000 

85,000 

150,000 

10,000 

Total Expenses and Taxes .... 

. . $695,000 

$855,000 

160,000 

Net Income (before interest) . . 

Interest on Bonds and Notes 

. . $145,000 

. . 75,000 

$110,000 

25,000 

35,000* 

50,000* 

Earnings of Stockholders .... 
Dividends 

. . $ 70,000 

. . 40,000 

$ 85,000 
80,000 

15.000 

40.000 

Earnings Retained for Year. . . . 

. . $ 30,000 

$ 5,000 

25,000* 


* Decrease. 


A comprehensive report of this character would include (in addi- 
tion to the income-statement analysis) a survey of comparative 
position data (with special attention to working capital and solvency 
conditions, plant expenditures and retirements, and changes in capi- 
tal and retained earnings), and an examination of activities and 
conditions from the standpoint of the statement of funds. 

The discussion statement, with its elastic, non-technical form, is 
a decidedly helpful device and its use should be extended by ac- 
countants. 

Graphic Reporting. The well-constructed graph or chart often is 
more satisfactory than a tabular statement of figures as a means of 
calling attention sharply to particular relationships or trends, and 
such devices are being used by a considerable number of companies 
in financial reporting. This does not mean that the graph can 
supplant other methods of presentation, or that it can reasonably be 
viewed as of fundamental importance to the accountant. Charts, 
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diagrams, and the like should be employed purely as supplementarv 
aids designed to make the facts shown by the regular statements more 
inieiligible and impressive. 

Probably the most common form of graphic presentation is the 
curve chart. This type of chart consists essentially of one or more 
continuous lines connecting various plotted points representing 
values or amounts through two or more periods. The amounts and 
trends of revenues and expenses, in totals or by major classes, are 



often compared by this means. Seasonal fluctuations of a particular 
factor for successive periods can likewise be shown effectively 
through the use of superimposed curves, distinguished by means of 
color or other characteristic. As a rule not more than three or four 
curves can be clearly presented in a single chart. See example taken 
from a report issued by General Motors. 

The column or ''staircase*' chart is another familiar method of 
presentation. Through the separation of columns into sections, 
variously colored or shaded, or through the use of two or more col- 
umns for each period, comparisons of related factors are readily 
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iiia.de by means of c;oluirm charts. See illustration from an amiiial 
report of Burroughs. I'iirned so that time is measured vertically and 
amount horizontally the column chart becomes the .so-called “bar"’ 
chart. See showing of net sales from .report of Michigan Steel Tube 
Products. 

Other forms of graphic presentation include: the strata chart, es- 
sentially a curve chart with component areas colored or shaded; the 
“pie"' diart, a poj)uiar form of showing comparisons by relative areas; 
the map chart, not particularly useful in connection with financial 


Year Ended Sept. 30 NET SALES 



MILLIONS OF DOLLARS 

statements. See examples of strata chart and ''pie" chart from re- 
ports of Michigan Bell Telephone and Doehler- Jarvis, respectively. 

Significance o£ Changing Price Levels. The yardstick employed by 
the accountant in his effort to record and interpret the financial 
affairs of the business enterprise is the dollar, and unfortunately this 
yardstick is not a stable, unchanging quantum as are the standard 
units used in physical measurement. The value of the dollar, its 
purchasing power in terms of the general price level, is a continu- 
ously fluctuating amount, and in times of major price movements 
such value may be doubled, or cut in half, in a period of two or 


REVENUES, COSTS AND EARNINGS 
Per Investor’s Dollar in the Business 
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three years. This means that the data resulting from the use of 
conventional accounting procedures and rules of valuation may be 
subject to serious limitations as expressions of true costs and may 
furnish no evidence whatever of certain important types of gain or 
loss. 

To indicate sharply the inadequacy of unadjusted dollar data 
compiled during a period of marked change in the price level atten- 
tion may be directed to the accounts which purpart to shoTv the 
cost of plant assets. The buildings account of the M Co., for ex- 
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ample, shows total costs incurred of 1 1,500,000. This total, however, 
is made up of acquisitions at three dates of $600,000, $300,000 and 
$600,000. In terms of the general price level, and using prices of the 
first acquisition date as a base, the value of the dollar— it may be 
assumed— was $1, 80^, and 50^ on the three successive dates. Let us 
assume, further, that at the present time the value of the dollar has 
fallen to 40^ in terms of the price level at the first acquisition date. 
It folloxvs that to state now that the Company's buildings cost 
$1,500,000 “dollars" is misleading. Three different kinds of dollars 
are involved in the acquisitions and still another dollar is being used 
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currently. To make a proper statistical summation under these con* 
ditions requires conversion to a common base. Following are two 
illustrative conversions: 


Using dollars of first acquisition 
date as base 

$600,000 X 1.00 = I 600,000 

300.000 X .80 = 240,000 

600.000 X .50 = 300,000 

$1,140,000 


Using present dollars as base 

$600,000 X 2.50 = $1,500,000 

300.000 X 2.00 = 600,000 

600.000 X 1.25 = 750,000 


$2,850,000 


According to these computations the cost of the buildings in terms of 
dollars at first acquisition date is actually $1,140,000, and in terms of 
present dollars, $2,850,000. And the amount in the accounts, $1,500,* 
000, is not a correct statement in terms of dollars at any date. 

In such a situation the depreciation estimates based on book costs 
are evidently a conglomeration of unlike dollars, and charging reve* 
nues representing current dollars with such a mixture gives periodic 
results which defy clear-cut interpretation. 

In attempting to deal with this problem the accountant is embar- 
rassed by the fact that the law in general fails to acknowledge the 
phenomenon of a variable unit of monetary measure. The ac- 
countant, in other words, is coerced in some measure by the frame- 
work of contracts and legal institutions in which the business 
enterprise—his immediate field of activity— exists; he must report 
contractual earnings, amount subject to income tax, amount avail- 
able for dividends, capital stock, retained earnings, etc., in the first 
instance at any rate, in accordance with impinging legal require- 
ments. At the same time the accountant is coming to be depended 
upon more and more an an interpreter of the essential economic 
conditions of the enterprise for the purpose in particular of assisting 
owners and managers in making decisions. And it is plain that he 
cannot fulfill his function adequately and remain blind to the limi- 
tations of the conventional accounts and reports in the face of a 
varying dollar. In some cases, without doubt, a sustained movement 
of the price level has a more important effect upon the welfare of the 
enterprise than any other influence, and in such circumstances it is 
surely the duty of the accountant to see to it that the management 
is made fully aware of the underlying developments. 

Granting the importance of changes in the value of money to the 
business enterprise there remains the practical problem of reporting 
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such, changes. The use of an. elaborate system of supplementary 
accounts and reports providing for revision of each entry in the 
records at short intervals in terms of weekly or even monthly price 
indices is hardly practicable at present. What is needed in most 
situations is a special analysis and report supplementing the periodic 
statements, particularly when in comparative form, designed to trace 
the main effects of general price movements upon the affairs of the 
enterprise. Further, except in periods where the change in dollar 
value is sharp and prolonged as a result of major economic fluctua- 
tions and accompanying monetary tinkering the case for giving 
explicit attention to the problem is not very strong. 

Assuming that it is desired in a given case to present a commoii- 
doiiar comparative report, to supplement the conventional state- 
ments, what period should be used as a base? No hard and fast 
answer can be given. It seems fair to assume, however, that through- 
out the business field the dollar is commonly thought of in terms of 
the prevailing price level. That is, while conceptions of the monetary 
unit are often anything but clear-cut there is reason for believing 
that most persons adjust their impressions of the dollar rather 
promptly as prices rise or fall. It follows that reports showing ad- 
justed dollars are likely to be more understandable if expressed in 
the prevailing price level. 

Working Capital and Changing Dollar Value. Losses and gains in 
purchasing power, not disclovsed by conventional accounting meth- 
ods, undoubtedly arise in connection with the various elements of 
working capital during a period of changing prices. Cash, for ex- 
ample, is assumed to have a constant value subject only to variation 
in the number of dollars involved although the value of cash as pur- 
chasing power clearly fluctuates with the level of prices. The same 
is true of accounts receivable and all other claims to dollars; appar- 
ently having fixed values (ignoring adjustments for interest, bad 
debts, etc.) they actually have variable values due to the instability of 
the measuring unit, the dollar. Accounts payable and other liabili- 
ties expressed in dollars, and maintained without revaluation in the 
accounts, are likewise variable in terms of the amount of purchasing 
power required for their satisfaction, although the effect of the 
fluctuations upon the welfare of the enterprise is in this case the 
opposite of that arising from changes in the value of cash and re- 
ceivables. 
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Attention shouid be directed to the fact that ali elements of work- 
ing capital consisting of cash itself or of unqualified dollar contracts 
receivable or payable are continuously and automatically converted 
into current dollars. A bank balance of $50,000, for example, is 
correctly reported at that figure, regardless of the course of prices 
during the period of its accumulation; at all times such a balance 
represents 50,000 legal dollars and can command goods and services 
to this amount at current prices. Similarly a liability of $50,000 in 
notes payable is a claim for the stated amount of dollars, without 
reference to their value, and is accordingly a “self-adjusting” element. 
This does not mean that the amount of periodic loss or gain in pur- 
chasing power is disclosed by the automatic conversion. To deter- 
mine this fact it is necessary to trace the recorded amounts from the 
beginning to the end of the period in terms of like dollars. 

The fact that the gain or loss on payables is an offset to the loss or 
gain on cash and receivables deserves emphasis. Suppose, for ex- 
ample, that a particular concern has a bank balance of $100,000 and 
owes $50,000 on open account. As long as this condition obtains the 
liability represents a form of “hedge” against a change in the pur- 
chasing power of cash. If at the outset the index of prices stands at 
100 and at the end of the period is 120, the purchasing power of the 
bank balance has been decreased by one-sixth, $16,666% in terms of 
dollars as of the first date and $20,000 in terms of dollar value as of 
the second date. This loss is partially offset, however, by the fact 
that the amount of purchasing power required to satisfy the liability 
of $50,000 has been reduced by $8,353% in old dollars and $10,000 
in new dollars. Similarly if the price level had fallen the gain in 
cash purchasing power would be accompanied by an increase in the 
amount of such power required to meet or support the outstanding 
obligations. 

Effect of Changing Dollar on Fixed Liabilities. Bonds and other 
long-term liabilities are generally nothing more than claims to dol- 
lars, and their significance to the enterprise accordingly varies di- 
rectly with the change in the value of money. Herein lies a very 
important long-run source of gain or loss, not brought to light as 
such by ordinary accounting methods and not clearly recognized by 
either investors or business managements. Emitting a large issue of 
bonds is equivalent to engaging in a serious speculation in money. 
If the value of the dollar falls the amount of purchasing power 
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necessary to retire the obligation is correspondingiy reduced, and 
i£ dollars become, more valuable, as reflected in the price level, a 
larger amount of actual resources will be required to liquidate the 
liability* Suppose, for example, that a corporation puts out an issue 
of ten-year bonds amounting to SI 00,000,000 at a time when the price 
index stands at 100, and that at maturity when the debt is paid the 
index has advanced to 200, The result of this transaction is a gain 
of 150,000,000 measured in terms of dollars as of date of issue and 
.1100,000,000 expressed in money value as of date of maturity. And 
similarly if the bonds were issued when the index stood at 200 and 
were paid in dollars represented by an index of 100 a genuine loss of 
purchasing power amounting to $100,000,000 in prices of date of 
issue or $50,000,000 in prices of date of payment would have been 
suffered. 

In view of the hazards involved, including danger of complete 
loss to stockholders as a result of default during a period of lean 
years, it is difficult to find adequate justification for the widespread 
practice of employing long-term dollar contracts in financing busi- 
ness undertakings. 

Conversion of Position-Statement Data Illustrated. The M Co. 
begins business on January 1 with cash of $15,000, inventories of 
$20,000, equipment of $5,000, accounts payable of $10,000, and capi- 
tal stock of $30,000. For the sake of simplicity all of these balances 
are assumed to be the result of transactions occurring on the opening 
day. The index of prices at this point stands at 100. On December 
31 the Gompany's position statement shows the following: cash, 
$10,000; accounts receivable, $20,000; inventories (at cost), $40,000; 
equipment (at cost), $7,500; allowance for depreciation, $625; ac- 
counts payable, $35,000; capital stock, $30,000; retained earnings, 
$1 1,875. The index of prices at this time is 124, and the index for 
each half month through the year is one point higher than the pre- 
ceding index beginning with January 15 at 101. The following 
assumptions are made with respect to balances of December 31 and 
activities for the year: (1) all purchases, sales, liabilities incurred, 
expenditures, receipts, etc. occur at a uniform level throughout the 
year, except that the additional equipment purchased at a cost of 
$2,500 is acquired on July 1; (2) all elements pass through the busi- 
ness in regular order, the oldest item in each case being used or 
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retired first; (3) the balances of cash, accounts receivable, and accounts 
payable originate in December; (4) the inventory consists o£ Decem- 
ber purchases, |B5,000, and November purchases, $5,000; (5) there 
have been no disbursements to stockholders. Under these conditions 
the comparative position data are converted into December 31 dol- 
lars as shown below. 


M Company 

Comparative Position Data, January 1 and December 31, 19— 

With Conversions into Year-End Dollars 
(Indexes: Jan. 1, 100; Dec. 31, 124; Average for Year, 112) 

Balances per Book Balances in 12/31 Dollars 

Jan. 1 Dec. 31 Increase Jan. 1 Dec. 31 Increase 


Gash . .115,000.00 110,000.00 % 5,000.00* $18,600.00 $10,000.00 $ 8,600.00* 

Accounts 

Receivable 20,000.00 20,000.00 20,000.00 20,000.00 

Inventories. 20,000.00 40,000.00 20,000.00 24,800.00 40,408.52 15,608.52 

Equipment. 5,000.00 7,500.00 2,500.00 6,200.00 8,967.86 2,767.86 

Allowance 
for Depre- 
ciation . — 625.00* 625.00* 758.39* 758.39* 

$40,000.00 $76,875.00 $36,875.00 $49,600.00 $78,617.99 $29,017.99 


Accounts 

Payable . $10,000.00 $35,000.00 $25,000.00 
Capital 

Stock . . 30,000.00 30,000.00 

Retained 

Earning . 11,875.00 11,875.00 

Conversion 
Adjust- 
ment . . , 


$12,400.00 $35,000.00 $22,600.00 

37,200.00 37,200.00 — 

11,875.00 11,875.00 

5,457.01 * 5,457.01 * 


$40,000.00 $76,875.00 $36,875.00 


$49,600.00 $78,617.99 $29,017.99 


* Deduction. 


A few comments on the calculations made in the preparation of 
the schedule are in order. The book balances on January 1 are 
converted by multiplying in each case by 124/100, the percentage of 
the index on December 31 to that of January 1. The balances of 
the self-adjusting elements, cash, accounts receivable, and accounts 
payable, on December 31 are already expressed in dollars of that 
date and hence require no conversion. The cost of the inventory on 
December 31 is converted to current dollars by multiplying the 
amount originating in December, |35,000, by the index on Decem- 
ber 31, 124, divided by the average index for December, 123, and 
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adding, to this result the cost of the amount acquired in November^ 
$5,000, multiplied by the ratio of the final index, 124, to the average 
index for November, 12L (This is not precisely accurate, as the 
portion of November purchases on hand was presumably acquired 
toward the end of the month.) The converted equipment account 
on December 31 is the sum of $6,200, the amount of the cost of the 
opening balance in terms of the price level at the end of the year, 
and $2,767.86, the cost of the addition of $2,500 on July 1, when the 
index stood at 112, multiplied by 124/112. Of the credit to the 
depreciation allowance for the year, 10% of the original balance 
plus 5% of the addition, that applicable to the opening balance, 
$500, is converted by multiplying by 124/100, and that applicable to 
the addition is converted by multiplying by the ratio 124/112. The 
result, $758.39, is the sum of 10% of the converted original balance, 
$620, plus 5% of the converted cost of the addition, $138.39. The 
capital stock item of $30,000 is converted through the use of the 
ratio 124/100. The amount of retained earnings is permitted to 
stand at the book figure so that the net amount of the adjustment 
resulting from a comparison on a common-dollar basis can be shown 
in full. 

The principal point brought out by the stabilized comparative 
figures for this hypothetical example— and which might well be in- 
troduced into a discussion report of activities— is the fact that while 
the stockholders’ equity shows a total net increase of $13,617.99, 
which exceeds the increase recorded on the books by $1,742.99 (the 
net amount by which the converted asset costs exceed recorded dollar 
costs), the amount of increase remaining after stating the capital 
investment in current dollars is only $6,417.99, or $5,457.01 less than 
the earnings shown by the unconverted accounts. The increase in 
stock equity reported as net income, in other words, is found to 
consist in considerable measure of dollars necessary to maintain the 
capital investment intact in terms of purchasing power. The state- 
ment also shows that increases and decreases in balances as they 
appear on the books are considerably in error in a number of in- 
stances from the standpoint of comparison on a common-dollar basis. 
It brings out the fact, moreover, that the recorded figures for equip- 
ment cost and depreciation do not correctly express such factors in 
current dollars, notwithstanding the short period of time involved. 
The converted inventory figure for December 31, evidently, is not 
greatly different from the recorded cost. 
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Questions 

I . Define the funds statement and explain its significance. What form is most 
suitable for this statement? 

2 , List the principal sources and applications of funds. 

3. How is the working-capital picture usually handled in preparing the state- 
ment of funds? 

4. Give examples of charges to revenue which do not represent, currently, a 
utilization of funds. 

5. Discuss and illustrate the relation of changes in plant accounts to the funds 
statement. 

6. How should each of the following be dealt with in the statement of funds: 
(1) land appreciation; (2) realized appreciation; (3) loss on sale of fixed assets; 
(4) discount on new bond issue; (5) periodic accumulation of bond discount; (6) 
stock dividends; (7) increase in allowance for bad debts; (8) increase in reserve for 
contingencies; (9) commissions paid in connection with security issue; (10) long- 
term receivables acquired in connection with sale of plant; (11) issue of stock to 
bondholders exercising a conversion privilege. 

7. Describe the funds work sheet. What are the purposes of the adjusting 
entries on such sheets? 

8. Explain what is meant by the “discussion statement.” Indicate the special 
advantages of this method of reporting. 

9. What are the principal points to be covered in a comprehensive analysis 
based on comparative financial data? 

10. What is meant by “graphic reporting”? Name a number of devices em- 
ployed in this connection and explain their application. 

II. “In many cases the recorded cost of plant is a meaningless hodge-podge of 
unlike units.” Explain. How may such an account be converted to a common 
denominator? 

12. “In view of the fact that the law fails to recognize the variable character of 
the dollar the accountant cannot do so.” Discuss. 

13. In the conversion of comparative financial data to common dollars what 
period should be selected as a base? 

14. With an illustration show how an enterprise may suffer an unrecorded loss 
in effective working capital as a result of a general price movement. In what sense 
are liabilities a “hedge” in this connection? 

15. “In the case of cash and accounts representing dollar contracts the process 
of conversion to current dollars is automatic and continuous.” Explain. 

16. “Emitting an issue of long-term bonds constitutes a serious speculation in 
the value of money.” Illustrate. 

17. Outline the procedure required in converting comparative position data into 
common dollars. Give illustrative computations. 
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Accounting 

and economics, 11 
and engineering, 12 
and law, 11 
and public control, 7 
cycle, 359 
definition of, 2 

influence of income taxation on, 7 
period, 358 
profession of, 8 
sphere of, 1 

Account (s) (see also Controlling accounts) 
adjunct, 187 
asset and equity, 34-51 
classification and numbering, 135, 
163 

clearing, 180 
contra, 181-187 
definition, 39 
expense, 82 

income-statement, 74-114 
memorandum, 179 
one-column, 174 
revenue, 80 
self-balancing, 177 
skeleton, 42 
titles, selection of, 120 
Accounts payable (see also Current lia'‘ 
bilities; Voucher system), 276 
interest on, 271 

Accounts receivable (see dlso Biad debts'. 
Customers^ ledger’. Sales) 
aging, 328 
appraisal of, 434 
audit of, 439 

control and analysis of, 327 
discounting, 439 
interest on, 324 
pledged, 327 
procedure, 318-322 
turnover of, 328 
Accumulation 

of bond discount, 763-767 
Accruals 

as step in periodic procedure, 365 


Additions 
plant, 539 
reserve for, 742 

Adjusting entries, 151, 368-371, 375- 
378, 380-385, 401 
Administration cost, 531 
Advances, 313, 315 
cash, 232 
on sales, 313 
to employees, 294 
Allowance (s) 

for bad debts, 349, 429-433 
for depreciation, nature of, 182-184 
on trades, 342 
purchase, 274 
sales, 339-344 
Amortization 

of bond premium, 763-767 
of leaseholds, 577 
Appraisal (see Valuation) 

Approval sales, 322 
Articles 

of copartnership, 638 
of incorporation, 677 
Assessments 
stock, 689 
Assets 

and equities, equation, 27 
classification of, 785 
current and fixed, 16 
definition, 15 
effects of operation on, 34 
increase and decrease in, recording, 
54-57 

presentation of, 16, 787 
relation of, to equities, 26 
special criteria of, 18 
types of physical, 1 5 
Audit 

cash, 412-415 
of costs, 305 
of inventory, 505 
of payables, 305 
of plant, 549 

of receivables, 331, 439, 462 
of revenues, 331 
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Auditing (see also Audit) 

as a branch of accounting, 10 
Authorized stock (see Capital stock) 

B 

Bad debts, 349, 429 
collection of, 435 
interpretation of charge for, 431 
measuring amount of allowance for, 
430 

writing off, 434 
Bailment 

contrasted with sale, 311 
Balance sheet (see also Position statement; 
Statements) 

as fundamental statement, 23 
Balancing 
accounts, 128 
Bank 

accounts, 232 

reconciliation of, 251, 420-427 
balances 

interest on, 415 
verifying, 413 
overdrafts, 417 
service charges, 416 
statement, 240 
Bill of exchange, 444 
Billing, 320 

Bond discount, 753-755 
accumulation, 763-767 
financing cost versus, 758 
Bond(s) 

accumulation and amortization, 763- 
767 

interest procedure, 760 
issuing, 751-753, 759 
non-interest-bearing, 479 
premium, 755 
redemption, 767-773 
refunding, 775-777 
sinking fund, 77 1 -77 5 
subscriptions, 752 
treasury, 770 
valuation of, 761 
Book value 
of stock, 700 
Bookkeeping 
definition of, 9 
process, summary of, 159 
Branch accounts, 177, 605-614 
foreign, 614-619 
Branch funds, 251 


Budgets 
cash, 254 

preparation of, as a branch of account- 
ing, 9 
sales, 329 

Buildings (see Depreciatim; Plant) 

G 

Capital gain, 310 
Capital loss, 310 
Capital return, 583 
Capital stock, 678-716 
assessments, 689 
bonus, 698 
book value of, 700 
certificates, 681 
common, 679 

discount, as contra account, 185 
dividends, 739-742 
donated, 696 

in reorganization, 716-720 
issued at discount, 686-690 
issued for property, 693-698 
preferred, 679 
premium, 666-691-692 
records, 720-722 
reductions of, 704 
retirement of, common, 708-713 
retirement of, preferred, 707 
rights, 705 
split-ups, 704 
subscriptions, 682-685 
treasury, 712-714 
unissued, 685 
warrants, 705 
with par value, 678 
without par value, 678, 692 
Capital surplus (see also Capital stock) ^ 
678, 692 

Cash 

accounts, types of, 232 
advances, 232 
audit, 412-415 
budgets, 254 
collections, 238 
control, 233 
conversion, 419 
depositing, 239 
journals, 212-220, 243, 249 
nature of, 231 
on hand, verifying, 412 
overage, 414 

receipts and disbursements, 231-255 
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Od^sh— Continued 
register report, 235 
report of receipts, 237 
requirements, 253 
sales, invoice system, 236 
sales, register and ticket control, 235 
shortage, 413-414 
statements, 252 
valuation, 41 9 
Certificates 
stock, 657 
Change fund, 233 
Charts (see Graphic reporting) 

Check register, 242-244 
Checks 
use of, 241 
outstanding, 418 
Clearing accounts, 180 
Closing entries, 371-375, 375-378, 385- 
386 

C.O.D. sales, 311 
Collections, 238 
allowance for cost of, 350, 437 
Comments 

with statements, 800 
Commercial paper, 444-446 
Commissions, 298 
Common stock (see Capital stock) 
Comparative statements, 25, 32, 812 
Consignment accounts, 285, 601-607 
records, 605 

Consolidated statements, 801-806 
Containers, 353 
Contingency reserves, 745 
Contra accounts 

allowance for depreciation, 182-184 
current, 186 

definition and use of, 181 
equity, 184 

Controlling accounts, 160-170 
and trial balance, 169 
comparison with subsidiary ledgers, 
164 ' ■ ■ ■ 

definition and purpose of, 1 60 
posting, 163 

Corporation (see also Capital stock'. Divi- 
dends) 

as type of business enterprise, 4 
merger, 715 
organization of, 677 
Cost(s) 

as a primary basis of valuation, 16 
control and audit of, 305 


Cost(s) — Continued 
current, accounts for, 43 
current, in relation to expense, 92 
direct, 518 
incurring, 257 
of revenues, 74 
of sales, 526-528 
overhead, 517-526 
sheet, 511 
standard, 528 
Cost accounting 

as a branch of accounting practice, 10 
Credit memo, 512 
Creditors’ ledger 
debit balances in, 168 
schedule of, 170 
Cumulative 
stock (see Capital stock) 

Current assets (see also Assets', State- 
ments) 

as a principal class, 1 6 
Current liabilities (see also Accounts pay- 
able', Notes payable', Statements; 
Voucher system), 47 
Current ratio, 815 
Customers’ ledger 
illustrative forms, 171-173 
liability balances in, 165 
schedule of, 166 

D 

Debit and credit, 66, 67 
Defaults 

on installment sales, 624 
on stock subscriptions, 685 
“Deferred charges” (see Prepayments', 
Organization costs) 

Deficit 

absorption of, 735 
Demolition cost (see Removal cost) 
Depletion, 578-581 
Depositing receipts, 239 
Deposits (see also Advances), 326 
Depreciation 

accounting, significance of, 569-571 
allowance for, nature of account, 182- 
184 

and maintenance, 555 
base, 567 

decreasing-charge methods, 561 
definition and causes of, 552 
estimating service life, as a basis for, 
554 
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Depreciation — Coniimied 
group procedure j 565 
interest method of spreading, 558 
inventory and appraisal method, 563 
production methods, 559 
rates, 564 

retirement policy, 568 
revision of, 567 
straight-line method, 556 
Disbursements (see also Disbursements 
journal) 

and receipts, statement of, 253 
classes of, 234 
controlling, 241 
payroll, 249 

Disbursements journal, 217-218, 228, 
242-244 
Discount (s) 

on bonds, 753-755 
on capital stock, 686-690 
on notes and bills, 465-483 
purchase, 264-270 
sales, 214, 334-339 
Distribution cost, 531 
Dividend(s), 104, 325, 599 

accumulated losses in relation to, 729 
discount in relation to, 730 
policy, 726-728 
preferred, 734 
procedure, 731 
rates, 820 
receivable, 325 
scrip, 733 
sources of, 725 
stock, 737, 739-742 
types of, 724 
Donated stock, 696 
Donations, 302 
Double-entry bookkeeping 
nature of, 68 

Drafts (see Commercial paper) 

Drawings 

partners’, 645-647 

E 

Earned surplus (see Retained earnings) 
Earnings (see also Retained earnings; In^ 
come) 

rates, 818-824 
^*E” bonds, 479 
Economics 

relation of, to accounting, 11 


Engineering 

relation of, to accounting, 20 
Equipment (see Depreeiaiion; Plant) 
Equities (see also LuiMlitks; Proprietor- 
ship; Staiemenis) 
definition, 19 
effects of operation on, 35 
liabilities, as subdi\asion of, 19' 
presentation of, 21, 789 
proprietorship, as subdivision of, 21 
relation of, to assets, 26 
Errors, 362-364 
Exchanges, 56, 342, 544 
Expenditure 

contrasted with expense, 94 
Expense (see also Cosi)^ 81 
accounts, 82 
and current assets, 93 
and current cost, 92 
and expenditure, 94 
and utilization, 94 
data, importance of, 82 
technical significance of, 81 

F 

Financial statements (see Siaiements) 
Financing cost (see also Organization 
costs), 701 

contrasted with discount, 758 
Finished goods, 526-528 
Fixed assets (see also Assets), 534-551, 
573-587 

as a principal class, 16 
Fixed liabilities (see Bonds) 

Footnotes 

with statements, 800 
Funds statement, 829-839 
capital transactions in relation to, 831 
illustrated, 834 

revenues and costs in relation to, 831 
work sheet for, 836-839 

G 

Goodwill (see Intangible assets) 

Graphic reporting, 841-844 
‘‘Gross profit,” 491 
Guaranties 
adjustments for, 352 

Handling cost, 275 
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I' 

Imprest fund, 245 
for branch, 251 
record, 248 

replenishing procedure for, 246 
Improvements, 539 
Income (see also Income statement)^ 78 
accounts, 74-114 

Income statement, 72, 86, 90, 106, 111, 
157, 394, 406, 596, 673, 794-798 
model, 798-800 

presentation of, outline of rules, 795 
Income taxes (see also Taxes) 
accrual of, 303 
Installment sales, 621-636 
application of costs to, 628 
procedure, 635 
of real estate, 629-635 
Insurance, 47, 299 
Intangible assets, 585 
Interest (see also Bonds; Discount; Notes 
payable; Notes receivable) 
accrued on notes, treatment of, 456 
calculation of, 454 
charges, 102, 104 
on accounts payable 271 
on accounts receivable, 324 
on bank balances, 415 
on bonds, 760, 763 
on installment sales (see Installment 
sales) 

on notes, relation to discount, 478 
on sinking fund, 771 
“prepaid,” 477 
Internal check, 37 
relation to cash control, 234 
Inventory (ies) 
continuous, 494 
estimating invoice cost of 
first-in, first-out method, 502 
last-in, first-out method, 502 
weighted-average method, 501 
in manufacturing, 529-531 
periodic, 496 ■ 
perpetual, 494 
sheet, 498 

turnover of, in manufacturing, 531 
use of special account for, 484 
valuation 

cost basis, 499-503 
“cost or market” basis, 503 
selling value basis, 504 
verification of, 505 


Investments, 573 
Invoice (s) 
illustrated, 262 

system, in relation to cash sales, 236 

J 

Journal (s), 117 

account type, 200-202 
comparison of, with ledger, 126 
development of, 123,190-208 
disbursements, 217-220 
divided-column, 194-204 
illustration, 143-149 
importance of, 122 
overlapping of, 210 
proving, 121, 197, 202 
purchases, 220 
receipts, 212 
sales, 224 

selection of columns for, 191 
specialized, 209-230 
subdivision of columns of, 190 
voucher, 205 
Journalizing, 119 

L 

Labor cost, 287-295, 5 1 5 
Land, 574 

amortization and valuation, 575 
Ledger (see also Subsidiary ledgers) ^ 124 
accounts, illustrated, 152-154, 387*- 
392 

balances, 392 
balancing, 128 

comparison of, with journal, 126 
development, 133 
general, 124 
importance of, 132 
posting, 127 
private, 178 
summarizing the, 360 
Legal costs, 297 
Liabilities (see also Statements) 
arrangement, 20 
current, 47 
definition, 19 
of partners, 4 
Liquidation 

of partnership, 663 
Loans and discounts, 450 
Loss(es), 100 
partnership, 650 
retirement, 546 
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M 

Machine methods 

of posting and billing, 320 
Machinery (see Plant) 

Maintenance, 537, 555 
Manxifacturing 
accounts, 509-533 
expense and revenue in, 96 
Materials (see also Merchandise)^ 258, 509 
credit slips, 512 
handling cost, 275 
illustrative entries, 513 
ledger form, 510 
ordering, 258 
receiving, 258 
requisition, 510, 512 
memorandum accounts, 179 
Merchandise (see also Materials)^ 258 
‘‘gross profit,” 491 
handling cost, 275, 486 
inventory account, 484 
ordering, 258 

purchases, special account for, 484 
shortages and write-downs, 495 
transportation cost of, 275, 486 
turnover, 506 
Merger, 715 
“Mixed” accounts, 377 

N 

Notes payable, 454 

accrued interest on, treatment of, 456 
bookkeeping procedure for, 448 
calculation of interest on, 454 
discounting, 475 
non-interest-bearing, 474 
origins and uses of, 446 
partial payments on, 459 
“prepaid interest” on, 477 
recording, 453 
renewals, 459 
Notes receivable 

accrued interest on, treatment of, 456 
audit, 462 

bookkeeping procedure for, 448 
calculation of interest on, 454 
discount, computation of, 465 
discounted, 468 

discounting of, on bank’s books, 473 
discounting of, illustrative entries, 466 
dishonored, 461 
in bank accounting, 450-452 
indorsement of, 446 


Notes Continued 

ledger, 451 

non-interest-bearing, 470 
partial payments on, 459 
recording, 452 
registei, 448-449 
renewals, 459 
tickler, 451 
valuation of, 462 

O 

Obsolescence, 553 
Operating ratio, 817 
Options, 575 
Organization costs, 584 
Overage 
cash, 414 
Overdrafts, 417 
Overhead cost 

assignment of, 517, 519-520 
in manufacturing, nature of, 517 
periodic treatment illustrated, 523 
525 

relation of, to direct cost, 518 
F 

Partnership, 637 
agreement, 638 
conversion to corporation, 661 
liquidation, 663 
nature of, 3 
organization, 640-643 
reorganization, 655-661 
rights and liabilities of partners, 667 
Partnership accounts, 637-676 
admission of new partners, 655-658 
drawings, 645-647 
features of, 639 
income balances, 645, 648 
installment distributions, 665-667 
liquidation, 663-667 
loans to partners, 651 
losses, 650 

organization entries, 640-643 
salaries, 643-645 
sales to partners, 653 
withdrawal of partner, 658 
Par value (see Capital stock) 

Patents (see Intangible assets) 

Payroll 

procedure, 289 
records, 289-292 
taxes, 295 
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Perpetual inventory, 494 
Petty cash (see Imprest fund) 

Plant (see also Depreciation), 535-551 
additions and improvements, 539 
cost, 534-537 
restoration of, 547 
exchanges, 544 
maintenance, 537 

reconstruction and rehabilitation, 540 
replacements, 542 
retirements, 545 
valuation, 548 
Pledged accounts, 327 
Position statement, 24, 30, 50, 72, 158, 
395, 410, 597, 672, 674, 782-785 
comparative, 25, 32 
conversion of data of, illustrated, 850- 
852 

model, 791-794 
Posting, 127 

Preferred stock (see Capital stock) 
Premium 
on bonds, 755 
on stock, 691 
Prepayments, 46, 55, 326 
Private ledger, 178 
Progressive ledger, 172 
Promissory notes (see Notes payable; 

Notes receivable) 

Proprietorship 
as subdivision of equities, 21 
Purchase (s) 
accounts, 484 
adjustments, 489 
allowances, 274 
cash, recording, 54 
credit, recording, 59 
discounts, 264-270 
invoice, 262 

journal, 220, 229, 282-283 
legal basis for recording, 263 
on consignment, 288 
order, 260 
recording, 262 
requisition, 259 
returns, 272 

use of special account for, 484 
Purchase discounts, 264-270 

' 

Ratios 
current, 815 
earning, 818-824 


Ratios— Conimaei 
equity, 814 
limitations of, 827 
operating, 817 

standards, in relation to, 826 
types of, 814 
Real estate (see Land) 

Receipts (see also Receipts journal) 
and disbursements, statement of, 253 
classes of, 234 
daily report of, 237 
depositing, 239 
Receipts journal, 212 
illustrated, 213, 227 
proving and posting, 215 
Receipt ticket, 238 
Receiving record, 261 
Reconciliation 

of bank accounts, 251, 420-427 
Reconstruction, 540 
Refunding 
of bonds, 775 
Rehabilitation, 540 
Removal cost, 566 
Rent, 299 
Reorganization 
corporate, 716-719 
Replacements, 542 
Requisitions 
on stores, 510 
pricing, 512 
Reserve (s) (see also 
contingency, 745 
equalization, 747 
for collection cost, 350, 437 
liability, 746 
non-proprietary, 746 
secret, 748 

Retained earnings (see also Capital stock; 

Dividends), 105, 737-746 
accumulation of, 734 
capitalization of, 737-741 
of predecessor company, 719 
reservations of, 742-746 
Retirement (s), 545 
policy, of depreciation, 568 
Returns 

credit memo, 273 
purchase, 272 
sales, 345-349 
Revenue (s) 
audit of, 330 
data, importance of, 76 
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Revenue (s)—Coniimed 
determining costs of, 74 
nature of, 77 
recognition, 308 
transactions, 62, 307 
Bights 
stock, 705 
Royalties, 298 

S 

Salaries (see also Labor cost; Payroll) 
partners’, 643-645 
Saie(s) 

account, 79, 316 
adjustments, 490 
advances on, 312 
analysis, 329 
approval, 322 
branch, 605-620 
budgets, 329 
cash and G.O.D., 311 
consignment, 601-605 
definition of, 310 
discounts, 334-339 
installment, 621-636 
journal, 224, 229 
orders, 312, 317 
premiums, 352 
reports, 329 
returns, 345-349 
Sales discounts, 214, 334-339 
interpretation of, 334 
on prepayments, 338 
to employees, 340 
Sales returns, 345 
cost of, 346 
outstanding, 347 
Salvage, 566 
Savings account 
as cash, 232 
Schedules 

supporting, 406, 596, 801 
Scrip dividends, 733 
Secret reserves, 748 
Securities and Exchange Commission 
influence upon accounting, 8 
Service life, 554 
Shipping order, 317 
Shortage 
cash, 41 3 
merchandise, 495 
Single-proprietorship 
nature of, 4 


SinMng fund, 771-775 
Skeleton accounts, 49 
Split-up 

of ^capital stock, 704 
‘^Stabilized’’ accounting, ,844-852 
Standard costs, 528 

Statement (s) (see also Income statement ; 
Position statement)^ 780-853 
ana.lysis, i.mportance of, 809 
average, 812 
comparative, 812 
consolidated, 801-806 
cumulative, 812 
discussion, 837 

footnotes and comments with, 800 
graphic, 841-844 
of affairs, 806 
of assets and equities, 22 
of funds, 829-837 
of receipts and disbursements, 253 
of working capital, 810 
preparation of, 781 
specialized, 806 
stabilized, 844-852 
supporting schedules for, 406, 596, 
801 

types of, 780 

Stock (see Inventories; Capital stock) 

Stock ividends, 737-742 
Stores (see Materials) 

Straight-line method 
of spreading depreciation, 556 
Subscriptions 
stock, 682-685 
Subsidiary ledgers 

comparison with controls, 164 
extent and use of, 161 
forms, 171-175 
posting, 163 
self-balancing, 179 

Supplies (see also Materials)^ 258, 509 
accounts with, 44 
Surplus (see Retained earnings) 

Suspense accounts, 180 
Systems 

development of, as a branch of, ac- 
counting, 8 

T 

Taxes, 302 

accounting treatment, 99 

payroll, 295 

special assessment, 302 
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Ticket 

control of sales, 235 
Time card, 289 
Title passing, 310 
Trades (see Exchanges) 

Trade acceptance (see Commercial paper) 
Trade coupons, 351 
Transaction (s) 

analyzing and recording, 52-73 
classification of, 53 
definition of, 52 
internal, 52 
revenue, 62 

Transportation cost, 275, 355, 486 
Treasury stock, 712-714 
Trial balance, 131, 156, 360 
limitations of, 364 
Turnover (s), 506, 824 

U 

Uncollectibles (see Bad debts) 

Unissued stock, 685 
Used cars 

treatment of allowances on, 342-344 
Utility ser\dce costs, 301 

V 

Valuation 

as step in periodic procedure, 365 
of accounts receivable, 433 
of assets, 16 
of bonds, 761 


Valuation— 

of inventories, 499-505, 530 
of investments, 574 
of land, 576 
of notes, 462 
of plant, 548 
of wasting assets, 582 
Voucher register, 280 
Voucher system, 279-285 
discounts and allowances under, 281 
procedure under, 280 
special problems of, 284 

W 

Wages (see also Labor cost; Payroll) 
unclaimed, 294 
Warrants 
stock, 705 

Wasting assets, 577-584 
Working capital, 16 
and changing dollar value, 848 
statement of, 810 
Work in process, 96-98, 513-525 
Working papers, 598 
Worksheet, 396-411, 588-593 
examples, 402, 407 
for funds statement, 836 
forms of, 397 
function of, 396 

Y 

Yield rates 
on bonds, 763 



